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COMMON

FINANCIAL
HIGHLIGHTS

IN MILLIONS, EXCEPT PER
SHARE AND SELECTED DATA
YEAR ENDED NOVEMBER 30

FINANCIAL INFORMATION

Net revenues

Net income ©

2)

Total capital

PER COMMON SHARE DATA @

Earnings (diluted) *

Dividends declared

Book value ©

Ending stock price

SELECTED DATA

Return on average common
stockholders” equity

Return on average tangible common

stockholders’ equity @

Pre-tax margin ®

Gross leverage ratio

Nert leverage ratio "

Weighted-average common and
equivalent shares (in millions) ©

Employees

(1) 2003 net income inciudes a $77 million
pre-tax charge ($45 mitlion after-tax) related
to reconfiguration of certain of the Company's
global real estate. 2002 net income inciudes
& $128 million pre-tax charge ($82 mitiion
after-tax) related to the reconfiguration of
certain of the Company’s global real estate,

2 $108 million pre-tax gain {$60 million after-
tax) from September 11th refated (recoveries)/
expenses, net and a pre-tax charge of $80
mitlion ($56 million after-tax) related to the
Company's regulatory settlement. 2001 net
income includes a $127 miliion pre-tax charge
(371 million after-tax) for September 11th
related expenses, net.

(2) Total capital includes long-term debt,

preferred securties subject to mandatory

redemption and total stockholders’ equity.

The Company believes total capital is useful
to investors as a measure of the Company's
financial strength.

(3) All 1999 share and per share data have
been restated for the two-for-one common
stock split effective Octaber 2000.

(4) Diluted EPS was reduced by $0.17

as a result of the 2003 real estate charge,
$0.30 in 2002 as a result of the real estate
reconfiguration charge, September 11th related
(recoveries)/ expenses, net and the regulatory
settlement charge and $0.26 in 2001 as a

result of September 11th retated expenses, net.

For the years ended November 30, 2000 and
1999, the assumed conversion of Series A and
B Convertible Preferred Stock into 2,438,375

and 5,559,474 common shares had the
effect of decreasing diluted earnings per
share by $0.03 and $0.02, respectively.

(5) The book value per common share
calculation includes restricted stock units
granted under Lehman Brothers stock award
programs that have been included in total
stockholders” equity.

{6} In this calcuiation, average common
stockholders' equity was appropriately
weighted for the effect of the equity issued in
connection with the Neuberger acquisition on
October 31, 2003. Return on average common
stockholders’ equity is computed by dividing
net income applicable to common stock for
the period by average common stockhalders’
equity. Average commaon stockholder's equity
for the years ended November 2003, 2002,
2001,2000, and 1999 were $3,061 million,
$8,066 million, $7,286 million, $6,319 million
and $4,987 miliion, respectively. Return on
average comman stockholders’ equity was
reduced by 0.5% in 2003 as a result of the
real estate charge, 1.0% in 2002 as a result
of the real estate reconfiguration charge, the
September 11th related %recover‘\es)/expenses.
net and the regulatory settlement charge and
1.0% in 2001 as a result of September 11th
related expenses, net.

(7) In this caiculation, average tangible
common stockholders’ equity was appropriately
weighted for the effect of the equity issued in
connection with the Neuberger acquisition on
October 31, 2003. Return on average tangible

2002 2001 2000 1999
$ 6,155 $ 6,736 $ 7,707 $ 5,340
S 975 S 1,255 $ 1,775 $ 1,132
$ 48,330 $ 47,470 $ 43,874 $ 37,684
$ 347 § 4.38 $ 6.38 $ 4.08
$ 0.36 $§ 0.28 $  0.22 $ 0.18
$ 34.15 $ 31.81 $ 28.78 § 22.75
$ 61.40 $ 66.15 $ 49.56 $ 38.19
11.2% 15.9% 26.6% 20.8%
5% 16.3% 27.2% 21.4%
22.7% 26.0% 33.5% 30.5%
29.1x 29.3x 28.9x 30.6x
15.2x 16.1x 14.9x 16.1x
261.2 265.3 264.2 258.6
12,343 13,090 11,326 8,893

common stockholders’ equity is computed by
dividing net income applicable to common
stock for the period by average tan%ible
common stockholders’ equity. Tangible
common stockholders’ equity equals total
common stockholders’ equity less goodwill
and identifiable intangible assets. Average
identifiable intangible assets and goodwill
far the years ended November 2003, 2002,
2001,2000, and 1999 were $471 million,
$191 miflion, $174 million, $142 million,
$149 million, respectively, Management
believes tangible common stockhoiders’ equity
is a meaningful measure because it reflects
the common stockholders' equity deployed in
the Company’s businesses. Return on average
tangible common stockholders’ equity was
reduced by 0.5% in 2003 as a result of the
real estate charge, 1.0% in 2002 as a result
of the real estate reconfiguration charge,
the September 11th related (recoveries)/
expenses, net and the re%ulatory settlement
charge and 0.8% in 2001 as a result of
September 11th related expenses, net.

885 Pre-tax margin was reduced by approximately
9% in 2003 as a result of the real estate
charge, approximately 1.7% in 2002 as a
resuit of the real estate reconfiguration charge,
September 11th reiated (recoveries)/expenses,
net and the regulatory settlement charge and
approximately 1.8% in 2001 as a result of
September 11th related expenses, net.

(9) Gross leverage ratio is defined as total
assets divided by total stockholders' equity.

(10) Net leverage ratio is defined as net
assets (total assets excluding secured
financing arrangements, cotlateral received
recognized in inventory pursuant to Statement
of Financial Accounting Standards (“SFAS”)
No. 140, “Accounting for Transfers and
Servicing of Financial Assets and
ExtinF%\uishmems of Liabilities-a replacement
of SFAS No. 125" (“SFAS 140"}, goodwill

and identifiable intangible assets% divided by
tandgible equity capital (stockholders' equity
and preferred securities subject to mandatory
redemption less goodwill and identifiable
intangible assets%. See pages 51 and 52 for
the calculations of net assets and tangible
equity capital. The Company believes nat
assels to be a useful measure as this
measure is used by certain rating agencies
when evaluating leverage as it excludes assets
of a low-risk nature. The Company believes
net leverage, based on net assets as defined
above divided by tangible equity capital, to
be a more meaningful measure of leverage

in evaluating companies in the securities
industry and is used by many of the Company’s
creditors and leading rating agency. The Company
believes tangible equity capital to be a more
representative measure of the Company's
equity for purposes of calculating net leverage
because the Company does not view the
amount of equity used to support goodwill
and other identifiable intangible assets as
available to support the Company's net
assets, These measures are not necessarity
comparable to similarly-titled measures
provided by other companies because of
different methods of calculation.




ABOVE, LEFT TO RIGHT:

ISRAEL MAKOV
PRESIDENT & CEO

TEVA PHARMACEUTICAL
INDUSTRIES LTD.

WIN NEUGER
CHAIRMAN & CEO
AIG GLOBAL
INVESTMENT GROUP

JOHN G. MACFARLANE 111
MANAGING DIRECTOR &
CHIEF OPERATING OFFICER
TUDOR INVESTMENT
CORPORATION

PATRICK C.S. LO
CHAIRMAN & CEO
NETGEAR, INC.

Listening To Our Clients



“All of us at Lehman Brothers are exceptionally RICHARD 5. FULD. JR.

CHAIRMAN AND

proud of the responsibility our clients have entrusted

CHIEF EXECUTIVE QOFFICER

to us and remain focused on the future and the

many exciting opportunities that lie ahead”




LETTER FROM THE

EAR SHAREHOLDERS AND CLIENTS,

At the core of Lehman Brothers’
strategy lies the belief that our focus on
serving our clients will truly set our Firm
apart from the other financial service
providers. Our results for 2003 strength-
ened this belief: We generated record
revenues; we grew the franchise and its
earnings power; and we set our course
for the future.

Ovwer the past several years, we have
created a solid foundation by emphasizing
our One Firm approach to client service;
strengthening our presence in a targeted
set of businesses and geographic regions;
maintaining discipline in our core operat-
ing competencies; and aligning the inter-
ests of our employees and shareholders.
Today, Lehman Brothers is stronger than
ever, but this story is not only about us —
it is also about our clients. Our results are
a tribute to our clients’ confidence in us

and in our capabilities as a Firm.

CHAIRMAN

OUR RESULTS
Lehman Brothers performed well through-
out 2003, despite the difficult market
conditions during the first part of the
year. Our results again demonstrated the
Firm’s ability to deliver strong perform-
ance across market cycles and reflected
our commitment to client service and
our customer-driven business model.
Our business relies on our commitment
to find the best solutions for our clients.
The Firm delivered strong financial
performance during 2003:
» W reported record revenues of
$8.6 billion, representing a 40 percent
increase over the previous year’s results;
*  We achieved year-over-year revenue
growth in virtually all of our major
business lines and in every major
geographic region;
» We delivered net income of $1.7
billion, an increase of 74 percent

over the prior year;
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Lehman Brothers

Net Revenues and

Net Income

(millions)

Lehman Brothers realized a
record level of net revenvies in
2003 and its second highest
level of net earnings ever.

LETTER FROM THE CHAIRMAN

* We achieved a pre-tax margin of
29.3 percent and a return on common
equity of 18.2 percent;
*  We reported earnings per share of
$6.35; and
* In January 2004, we raised our com-
mon stock dividend 33 percent to
$0.64 per share — the eighth consec-
utive annual increase of our dividend.
In 2003, we also laid the
foundation for the Firm’s
future. The Firm’s acquisi-
tion of Neuberger Berman,
a leader in private wealth
and asset management,
provides a powerful com-
plement to our existing
Client Services segment.
At year end, our combined businesses had
over $116 billion in assets under manage-
ment, compared to $9 billion at the end
of 2002. We welcome the Neuberger
Berman family into the Firm, and we look
forward to better serving our combined

clients through this expanded platform.

STRENGTH ACROSS OUR BUSINESSES
Over the years, the Firm has succeeded
in building high-margin global businesses
that meet our clients’ needs and deliver

exceptional value to our shareholders.

record revenues, we grew
the franchise and its earn-
ings power, and we set our

course for the future.

As a result, throughout 2003, all of our
major businesses delivered solid results.

In Capital Markets, the Firm’s Fixed
Income business produced record rev-
enues of $4.4 billion, an increase of 68
percent versus the previous high achieved
in 2002. All of the many individual
businesses that constitute Fixed Income
Capital Markets contributed to this record

performance. Reflecting

our dominance in fixed

income, we were recog-
e generated nized as the industry
leader this year by
Tnstitutional Investor, rank-
ing #1 in both the Fixed
Income Sales and Trading
Survey and the All-
America Fixed Income Research Survey.
The intellectual capital we bring to our
clients is unparalleled. Our Fixed Income
Research ranked #1 for the fourth year
in a row; this is the 10th time in the last
14 years that we have achieved the top
ranking. In addition, our Lehman Brothers
Global Family of Indices, which cele-
brated its 30th anniversary in 2003, is the
dominant benchmark against which fixed
income managers judge their perform-
ance. Our Indices enjoy over 90 percent

market penetration in the U.S. and are




LETTER FROM THE CHAIRMAN

rapidly increasing share in Europe and
Asia. All of these accomplishments reflect
our commitment to delivering the best
ideas and information to our clients
around the world.

Over the years, we have continued to
invest in and strengthen our fixed income
businesses. In 2003, we acquired several
mortgage origination platforms, which
provide primary product
to fuel and expand our
securitization business.
These investments should
continue to drive prof-
itability in the years ahead.

The Firm’s Equities
Capital Markets business
also achieved strong results

for the year with revenues

ehman Brothers
is stronger than ever, but
this story is not only about
us — it is also about our
clients. Our results are a

tribute to our clients’ confi-

history. Our dual #1 finishes, in both fixed
income and equity research, is a first—no
other firm has ever ranked at the top of
both Institutional Investor research surveys in
the same year. Our commitment to research
is truly a commitment to our clients and
is another way in which the Firm distin-
guishes itself from its competitors.

We have also made great strides in
three important areas of
our Equities business. First,
our Equities Division has
increased its share of trad-
ing volume on all major
exchanges. Second, we
have grown our prime
brokerage business by
improving the way we

deliver our leading tech-

dence in us and in our capa-

of $1.6 billion, an increase

nology, research and secu-

bilities as a Firm.

of 63 percent over 2002.

These results were driven by the strong
partnerships we have developed with our
broadened base of global institutional
clients. The key to our success here has
been our ability to provide the highest
quality execution and ideas. The industry
1s recognizing our efforts: Our Equity
Research franchise placed #1 in the
Institutional Investor survey in 2003 with

the widest margin of votes in the survey’s

rities lending capabilities.
Third, we have grown our presence in
global equity derivatives, as our clients in
all major markets continue to need more
sophisticated tools to hedge risk and
secure returns. All of these improvements
should position us well to continue to
grow these businesses in the years ahead.
This year, we also made significant
progress in our Investment Banking

business, which generated revenues of
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Lehman Brothers
Pre-Tax Operating
Margin and Return
on Equity

Owr scaleable business
model and higher pro-
ducttvity allowed us to
achieve a pre-tax maigin
of 29.3 percent and a
feturn on common equity
of 18.2 percent in 2003.
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The growth in our market
capitalization has significantly
exceeded that of the broader
market (S&EP 500).

LETTER FROM THE CHAIRMAN

$1.7 billion. In mergers and acquisitions,
we became the trusted advisor to more
clients; our share of announced global
mergers and acquisitions was 11 percent at
year-end 2003. We also advised on some
of the most prominent deals of 2003 and
received “Deal of the Year” awards from
Institutional Investor for a number of these
transactions. In equity origination, we
posted solid increases in
market share across many
of our products. Finally, in
debt origination, the Firm
posted a record year as we
advised clients to take
advantage of the attractive
rate environment and lead-
managed $340 billion of
debt securities for them, a
26 percent increase over
the prior year.

Each year, we look to improve how we
deliver all of the Firm’s resources to our
clients in a seamless manner. To that end,
this year, we combined Debt and Equity
Capital Markets, Leveraged Finance, Loans
and Private Placements into a single unit
called Global Finance, to provide the best
possible financing solutions to our clients.
The result: Our client focused approach is

working. Our total share of global invest-

he Firm’s dis-
ciplined approach to man-
aging expenses, risk and
capital has been a hallmark
of our strategy and has con-
sistently contributed to our

strong cross-cycle results. .

ment banking fees grew again, as it has in

cach of the past five years, an accomplish-

ment we expect to repeat as we continue
to strengthen the partnerships we have
with our clients.

In 2003, our Client Services segment,
which includes Private Client Services
and our newly expanded Wealth and Asset
Management business, generated revenues
of $907 mllion, an
increase of 13 percent
over 2002. This segment
had a landmark year, high-
lighted by the acquisition
of Neuberger Berman,
which was completed in
October. This combina-
tion with Neuberger is
ideal for several reasons:

[t dramatically increases

the scale of our Client

Services segment;

+ It strengthens our presence in private
wealth and asset management, particu-
larly among high-net-worth investors;

+ It should increase the consistency of
our earnings and provide more oppor-
tunities for profitable growth;

» It provides us with a broader array
of products and services for our

clients; and
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Lehman Brothers ended 2003 with total
capital (defined as long-term debt, total
stockholders” equity and preferred securities
subject to mandatory redemption) of

$38 billion— its highest level ever and
20 percent higher than the previous year.

Lehman Brothers

acquired Neuberger

Berman, creating

a powerful private
wealth advisor and

asset manager.

The Crossroads Group
|

Lehmar Brothers acquired The Crosstoads
Group, a top-tier private equity fund-of-
Sfunds manager with approximately

$2 billion in assets under management,

Our employees in the UK. moved to

Lefunan Brothers
became the first

. firm ever to be
ranked #1 in the
same year in both
equity and fixed
income research

in Institutional
Investor’s polls.

[ SR

Lehman Brothers acquired a number of
mortgage originators, including Aurora Loan
Services, allowing for further vertical integra-
tion of its mortgage business platform.

In 2003 we celebrated the 30th anmiversary of
the Lehman Brothers Global Family of Indices.

Lehman Brothers

achieved its highest
net revenues ever,
$8.6 billion.

B L
- The Firm ranked #2 in total U.S. debt
> and equity undenwriting in 2003, our

" highest full-year origination ranking ever.

Reflecting its continued growth, Lehman Brothers
added four members to its Executive Committee,
brmgmg total\comm'ttee‘members to 13, with an
average tenure of 18 {ars of semce to the Firm.

5

Sir Chnstopher Gent, former Chief ‘
Executive Ofﬁcer Vodafone Group Pic,
was named to Lehman Brothers’ Board
of Directors. He became the Firm's

first European Board member.

In Novernber, Lehman Brothers’ credit rating
was upgraded to A1 by Moody’s Investors
Service. Since 1999, Moody’s has raised

the Firm’s long-term debt rating three times.

=
] \ J E

We initiated several employee networks:

(Left to right above)

Jeanne Kane

Women’s Initiatives Leading Lehman
John Ng

Leftman Brothers Asian Network
Anne Erni

Chief Diversity Officer

Anthony Collerton

Lefunan Brothers Gay and Lesbian Network
Bill Lighten

Lehman Employees of African Descent

Ernesto de la Fe
The Latin American Counctl

Our new Asian headquarters at Roppongi
Hills in Tokyo was completed and is now
occupied.

the Firm’ new European headquarters
at Canary Whaif in London.
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Lehman Brothers
Stock Price

(at Novernber 30)

Since 1999, Lehman
Brothers’ stock price has
grown at an annual rate

of over 17 percent per year.
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» Importantly, the partnership culture at
Neuberger is a natural fit with Lehman
Brothers’ One Firm culture.

During the year, we also completed the
purchases of Lincoln Capital Management,
a manager of $29 billion in fixed income
assets, and The Crossroads Group, a man-
ager of approximately $2 billion in private
equity fund-of-funds. These acquisitions
also serve to further broaden the array
of products and services that we provide

to our clients.

EXPANDING GLOBAL REACH

Our businesses in Europe and Asia are
core to our success. In 2003, international
revenues were up 20 percent from 2002
and accounted for more than 30 percent
of the Firm’s revenues.

Revenues in Europe increased by
11 percent and accounted for 22 percent
of our total revenues. We increased our
market share in fixed income origination,
nearly doubling our lead-managed vol-
ume. Also in fixed income, we strength-
ened our mortgage business and saw
meaningful returns from our leading asset
securitization and derivatives businesses.
In Equities, our European operations had
strong revenue growth; we also continued

to gain market share in equity trading

and origination. In Investment Banking,
we gained market share in targeted
investment banking products, notably in
derivative solutions. With the completion
of our new headquarters at Canary Wharf,
we now have state-of-the-art facilities
to support our expanding presence in
Europe.

In Asia, we achieved our best year
ever. We increased revenues by more
than 40 percent versus 2002. Our Fixed
Income businesses posted record revenues
with strong contributions across the board,
especially from liquid markets, high vyield
and real estate. We strengthened our
customer franchises in Taiwan and Korea,
and we are making great strides in Japan.
We were also successful in partnering with
local clients and working across divisions
to develop structured client solutions
throughout the region. Our Equities
business had its second best revenue year
ever. Our increased presence with our
new office in Korea and branch in Taiwan
contributed to the stronger results in
our derivatives and cash businesses. In
Investment Banking, we doubled our
market share in our advisory business
and were up nearly 50 percent in equity
underwriting. Our cross-divisional client

focus has been extremely successful in
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Asia. Through this effort, we have taken

a leading role in the region by helping
our clients monetize their cross-sharehold-
ings and restructure their balance sheets
through capital markets-based solutions.
We are commuitted to building on our
momentum in Asia, especially in light of
the exciting opportunities

we see for our clients.

BUILDING OUR FRANCHISE

In 2003, we expanded our

of the year: Ted Janulis, Head of Client
Services/ Wealth and Asset Management;
Skip McGee, Global Head of Investment
Banking; Roger Nagioff, Chief Operating
Officer of Europe; and Jesse Bhattal,
Chief Executive Officer of Lehman
Brothers Asia. With these additions, the

Executive Committee

now represents all of

our businesses around

h 1d.
ur franchise the wor

has never been better posi-

capabilities by attracting
seasoned professionals to
the Firm in each of the
major divisions and geo-
graphic regions. These new
additions should serve us
well in forging stronger partnerships with
our clients in the years ahead. We also
expanded our senior advisory boards in
Europe and Asia to deepen our global
relationships.

As our businesses continue to grow,
we are taking great care to preserve our
One Firm culture. All of our employees
must share the same approach to deliver-
ing our Firm to our clients. To preserve
our unique culture and the fabric of
our Firm, we added four members to

our Executive Committee at the end

toned for growth, and we
look forward to partnering
with our clients in the

promising times ahead.

BEST PRACTICES
The Firm’s disciplined
approach to managing
expenses, risk and capital
has been a hallmark
of our strategy and has
consistently contributed to our strong
cross-cycle results. In 2003, as part of this
discipline, we lowered our compensation
and benefits to revenues ratio to 49.9
percent and held increases in our non-
personnel expenses to a level far below
our revenue growth. We further increased
our capital base and preserved our conser-
vative liquidity position to support our
growing businesses. Our consistent per-
formance, our market share gains and
our disciplined approach to managing

our businesses were all cited by Moody’s

30.64

T $0.48

T $0.36

1 $0.28

T $0.22

00 01 02 03 04

Annual Dividend
Lehman Brothers has raised
its annual dividend for eight
consecutive yeats. In_Janviary
2004, we raised this years
dividend by 33 percent, to
$0.64 per share.
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Investors Service when 1t upgraded our

long-term debt rating to Al last year.

OUR PEOPLE
All of us at Lehman Brothers have worked
diligently over the years to cultivate a
One Firm approach in everything we do.
It 1s this approach that defines Lehman
Brothers.

The year’s accomplishments would
not have been possible without the hard
work, dedication and teamwork of all
of our employees around the world. The
spirit they bring with them each and
every day is what makes our Firm great.
They want to be here and are committed
to the goals and aspirations of the Firm.
They own nearly one-third of this Firm,
and as a result, they think and act like
owners. They work together as a team
with a singular devotion to our clients;
they invest and spend with discipline; and
they put the interests of our clients and the
Firm before their own. Our people are

clearly at the heart of the Firm’s success.

THE ROAD AHEAD
The Firm’s results in 2003 underscore
the strength of our competitive position.
Given our diversified business model, the

scale we have attained in our businesses,

the market share we have achieved,
the productivity of our people and the
discipline we apply in managing our
businesses, we are confident in our ability
to deliver strong results in all market
environments. All of us at Lehman
Brothers are exceptionally proud of the
responsibility our clients have entrusted
to us and remain focused on the future
and the many exciting opportunities that
lie ahead. Our franchise has never been
better positioned for growth, and we
look forward to partnering with our
clients in the promising times ahead.
There are so many people to thank
for the Firm’ success this year: our
employees, for their dedication and focus;
our shareholders, for their consistent
support; and our clients, for relying on us

to be their partners and trusted advisors.

(L s Sty

Richard S. Fuld, Jr.
Chairman and Chief Executive Officer
February 9, 2004

OPPOSITE PAGE
LEFT TO RIGHT:

ANDREW ]J. SCHINDLER
CHAIRMAN & CEO
R.J.REYNOLDS TOBACCO
HOLDINGS, INC.

DIANNE M. NEAL
EXECUTIVEVICE PRESIDENT
& CFO,R.J. REYNOLDS
TOBACCO HOLDINGS, INC.

CHARLES A. BLIXT
EXECUTIVE VICE PRESIDENT
& GENERAL COUNSEL

RJ. REYNOLDS TOBACCO
HOLDINGS, INC.

E. KENAN WHITEHURST
VICE PRESIDENT,
CORPORATE BUSINESS
DEVELOPMENT
R.J.REYNOLDS TOBACCO
HOLDINGS, INC.

ALEXANDER C. BANKER
DIRECTOR OF INVESTMENTS
YALE UNIVERSITY

MICHAEL E. FINNERTY
ASSOCIATE DIRECTOR
OF INVESTMENTS
YALE UNIVERSITY
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CHAIRMAN, PRESIDENT AND CEO

THE WILLIAMS COMPANIES, INC.




VERY SUCCESSFUL BUSINESS LISTENS
to its customers and responds to their
demands. At Lehman Brothers, we'’re
practically obsessed with that dictum;
we regard listening as an art form, and
our responses to what we hear are cru-
cial not only to our success, but to our
clients’ as well.

Our Firm has undergone a transfor-
mation over the past 10 years, our first
decade as a public company. We have
developed a diversified set of businesses
around the world; we have aligned
our employees and our shareholders
by rewarding our employees with 30
percent ownership of the Firm; and we
have maintained a steadfast, Firm-wide
focus on responsible risk, expense and
capital management. We will never
diminish those disciplines, and we will
continue to build our franchise. Our
attention will continue to remain
focused on our clients. In 2004 and
beyond, the client will stand at the
center of everything we do, with every
unit of the Firm coming together,
as one creative and nimble team, to
develop the best solutions to our
clients’ needs.

This commitment exists because our
organization is flat, not hierarchical;

Clients: The Center of Qur Firm

ABOVE:

Patrick C. S. Lo,
Chairman and CEO,
NETGEAR, Inc.

BELOW:

Jonathan Mather, CFO,
and Mark Merrill, Chief
Technology Officer,
NETGEAR, Inc.

office doors are open and people talk
to each other. It exists because people
at Lehman Brothers are rewarded based
on the entire Firm’ performance, and
not simply on the revenues each person
brings to the Firm. And it exists because
our culture demands the best thinking,

in collaboration with the rest of the Firm.

Great client service does not come
from posters in the halls proclaiming the
client king. It comes from great people
working hard and listening to their
clients every day.

REOPENING THE IPO MARKET FOR NETGEAR
The market for new equity offered by
technology companies was essentially
closed for nearly three years, as the
NASDAQ plunged and investors shied
away from new offerings.

When NETGEAR, Inc., a profitable
and leading provider of networking
equipment, came to market with a very
successful offering in July, anud still-
choppy water for equity offerings, the
initial public offering market was open
again for technology companies. It was the
first telecommunications equipment IPO
in two years, and Lehman Brothers was
the sole bookrunner on the transaction.

NETGEAR offered seven mullion

13
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LEHMAN BROTHERS
GLOBAL UNDERWRITING VOLUME

(CALENDAR YEAR, IN BILLIONS)

2003

2002

2001

2000

1999

“We needed someone to open a big door for us — the door

to the capital markets. Despite the uncertainties of the equity
markets, Lehman Brothers guided us through the TPO process
seamlessly and delivered exactly what we were looking for.”

PATRICK C.S. LO

CHAIRMAN AND CEO, NETGEAR, INC.




common shares, which priced at §14,
the high end of the prospective range,
and the offering was more than 20 times
oversubscribed by institutions. NETGEAR
closed at $17.69 on its first day of trad-
ing, a 26 percent gain.

NETGEAR, based in Santa Clara,
California, was founded in 1996 as a
subsidiary of Bay Networks, Inc., and
later, Nortel Networks Corporation. The
company sells Ethernet LAN, broadband
router and wireless LAN products to
small businesses and home technology
users. The proceeds of the company’s
groundbreaking IPO allowed NETGEAR
to pursue its long-term growth strategy.

A TRANSFORMATIONAL TRANSACTION AT RIR
In October 2003, R J. Reynolds Tobacco
Holdings, Inc. announced a transaction
expected to be truly transformational —
the $2.7 billion combination of the
assets and operations of its U.S. tobacco
business with Brown & Williamson
Tobacco Corporation and other U.S.
tobacco assets of British American
Tobacco p.l.c. This combination of the
#2 and #3 U.S. tobacco players will
allow the resulting company, Reynolds
American Inc., to realize substantial

synergies and become a more effective

Andrew J. Schindler,
Chairman and CEO,

R.J. Reynolds Tobacco
Holdings, Inc.

competitor. Lehman Brothers is proud
to be advising RJR 1n connection with
this transaction.

Lehman Brothers’ involvement in
this transforming transaction, as well as
RJR’s $340 million acquisition of Santa
Fe Natural Tobacco Company, Inc. in
2002 and its $9.8 billion acquisition of
Nabisco Group Holdings Corp. in 2000,
reflects the strength of a long-term
relationship built through unwavering
attention to RJR’s objectives. Such
partnerships are the hallmark of Lehman
Brothers Investment Banking.
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Delivering One Firm to Each Client

UPPOSE A CLIENT HAS ASKED LEHMAN
Brothers Debt Capital Markets to dev-
elop the best possible debt oftering terms.
Along the way, our Debt Capital Markets
professionals realize that it may be in the
company’s best interest to offer convert-
ible notes, or straight equity. Our debt pro-
fessionals would bring our equity people
into the client matter immediately, and
together they would develop the best
financing solutions available to the client.

Suppose a hedge fund comes to
Lehman Brothers primarily for quick
and cost-effective equity trade execution,
but the hedge fund has begun holding
positions in fixed income securities.

Our equity trading professionals would
readily introduce their client to the
appropriate fixed income professionals,
who could broaden the client’s scope of
investment and hedging strategies by
offering the full range of fixed income
asset classes.

At Lehman Brothers, a client does
not belong to one investment banker,
one trader or one investment representa-
tive. A Lehman Brothers client is a client
of the whole Firm, and we deliver every
resource — the full force of our diversi-
fied franchise — to finding the best
possible ideas for that client.

EVERYTHING AlG NEEDS
American International Group, Inc. is the
world’s largest company as measured by
assets, and so AIG has a myriad of capital
markets and investment banking needs.

Richard W, Scott,
Senior Managing
Director, AIG Global
Fixed Income

Mark E Dalton, President;
John R. Torell, Managing
Director and Chief
Financial Officer; and
John G. Macfarlane III,
Managing Director and
Chief Operating Officer,
Tudor Investment
Corporation

The company requires a partner capable
of broad distribution, of complex problem-
solving, of best-in-class execution and
advice. It requires a partner big enough
to move the biggest blocks of securities
and nimble enough to move quickly in
pursuit of the best solutions. Lehman
Brothers meets all of these needs.

FOR TUDOR, THE POWER OF DIVERSITY

Tudor Investment Corporation, a
growing fund manager with $8.6 billion
in assets under management, relies on
Lehman Brothers for many different
forms of service. Tudor, headquartered
in Greenwich, Connecticut, is a highly
sophisticated capital markets investor
that seeks the highest returns available
across all products. It requires insightful
research concerning fixed income assets
and equities; the full suite of prime bro-
kerage services; outstanding trade execu-
tion; and innovative hedging strategies.

Lehman Brothers provides the indus-
try’s best research across capital markets
products. Our prime brokerage services
have grown and earned significant
recognition from clients — in Global
Custodian’s annual survey of prime
brokerage clients, we earned seven
“best-in-class” designations. Our trade
execution, in all major markets and all
asset classes around the globe, is superior.
And our ability to advise clients on effec~
tive hedging strategies, and to provide
access to the most innovative derivative
products, is unparalleled.




LEHMAN BROTHERS

BUSINESS UNITS

¢+ MERGERS & ACQUISITIONS / STRATEGIC ADVISORY + DEBT

AND EQUITY UNDERWRITING + LOANS +« PRIVATE PLACEMENTS - ’#

EQUITIES + EQUITY CASH AND PROGRAMS -

QUITY DERIVATIVES +« EQUITY FINANCE

AND PRIME BROKERAGE + CONVERTIBLES + FIXED INCOME +» GOVERNMENT AND

AGENCY OBLIGATIONS HIGH GRADE DEBT

LEVERAGED LOANS + MONEY MARKET PRODUCTS

HIGH YIELD SECURITIES AND

MORTGAGE AND ASSET-BACKED

SECURITIES + MUNICIPAL AND TAX-EXEMPT SECURITIES <« FINANCING -+« INTEREST

RATE AND CREDIT DERIVATIVES ¢« FOREIGN EXCHANGE + FUTURES ¢« STRUCTURED

FINANCE + LEHMAN BROTHERS BANK + GLOBAL EQUITY DISTRIBUTIO *+ GLOBAL

FIXED INCOME

« PRIVATE CLIENT SERVICES -

MUTUAL FUND AND INSTITUTIONAL ASSET MANAGEMENT

MERCHANT BANKING « VENTURE CAPITAL + REAL ESTATE

“Tudor 1s a diverse organization with a wide and growing range of needs.

Lehman Brothers understands those needs—

execution to prime brokerage to capital
raising— and delivers all of its resources to

us in an integrated and professional way.”’

from capital markets

JOHN G. MACFARLANE 111
MANAGING DIRECTOR AND
CHIEF OPERATING OFFICER

TUDOR INVESTMENT CORPORATION
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AY AFTER DAY, YEAR AFTER YEAR, LEHMAN
Brothers 1s unswerving in its commit-
ment to clients. As our competitors shift
resources chasing the most active markets,
and as they frequently enter and exit
businesses, Lehman Brothers remains
constant. We believe in long-term rela-
tionships, and we believe in serving our
clients in all of our businesses consistently.
This consistency is evident every-
where in our Firm, and notably at the
top level of management. Our chairman
has been at Lehman Brothers for 37 years,
his entire career, and the 13 members of
the Executive Committee have a com-
bined 215 years of service to the Firm.
This steady management at the top cre-
ates stability throughout the organization.
In our Fixed Income Capital Markets
franchise, for example, our most senior
business leaders have an average tenure at
Lehman Brothers of 17 years. And while
we are constantly innovating and develop-
ing new markets and products, we are also
steadfast in our commitment to those busi-
nesses; we have been major participants in
all of these business units for many years.
The Public Finance Department
serves as a good example. Many partici-
pants in the market either left the public
finance business or scaled back their

A Consistent Approach

Kurt J. Wolfgtuber,
Chief Investment Officer,
OppenheimerFunds, Inc.

-

Alexander C. Banker,
Director of Investments,
Yale University

operations in the 1990s, believing that
the business was low-margin. The theory
commonly held was that U.S. munici-
palities were fully developed, that they
needed little new funding and that
simply helping them refinance existing
debt was not profitable. Lehman Brothers
remained committed to its municipal
and public finance clients, and today,

as municipalities across the U.S. seek
palatable solutions to budget difficulties,
our public finance business is generating
significant volumes and returns.

In Capital Markets, we have remained
similarly committed. For example, our
Equities clients require more differen-
tiated kinds of service today than ever
before. Some clients demand only
low-cost execution; others require
sophisticated block trading and risk
management strategies; and others make
use of the entirety of the Firm’s fran-
chise. As the Equities business continues
its evolution, we have committed our-
selves to developing all of the capabilities
demanded by all of our clients. This
strategy, which can evolve as quickly as
the markets do, is working: Our Equities
Capital Markets business experienced a
63 percent increase in net revenues in

2003, to over $1.6 billion.




“Lehman Brothers gives us integrated service. We get great research,
great execution and great ideas from Lehman Brothers because

Lehman cares about the whole relationship, not just the next trade.”

KURT J. WOLFGRUBER
CHIEF INVESTMENT OFFICER

OPPENHEIMERFUNDS., INC.

INSTITUTIONAL INVESTOR RESEARCH RANKINGS

OVERALL RESEARCH STRENGTH AWARDS #1 #1

1999 2000 2001 2002 2003
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“Lehman Brothers has been an excellent partner for AIG across
our businesses and around the world. We can count on Lehman

to provide us with outstanding service and advice.”

WIN NEUGER
CHAIRMAN AND CEO
AIG GLOBAL INVESTMENT GROUP

TOTAL CAPITAL MARKETS NET REVENUES

(MILLIONS) -
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BUILDING BRIGHTER FUTURES AT YALE
Competition to provide state-of-the-art
facilities has led the nation’s colleges and
universities to embark upon significant
capital improvement projects in recent
years. To finance these projects, institu-
tions of higher education have increas-
ingly relied upon tax-exempt municipal
bonds. For the last eight years, Lehman
Brothers has led this sector, providing
exceptional financial services to colleges
and universities across the country.

Since the late 1980s, Lehman Brothers
has helped Yale access both the taxable
and tax-exempt debt markets, creating
an unusually diversified porttolio of
liabilities for the University’s capital
funding program. Lehman Brothers has
served Yale not only by underwriting
debt and employing a variety of advan-
tageous products on competitive terms,
but also by helping the University to
manage its interest rate exposure and take
advantage of yield curve opportunities.

Proceeds from Yale’s cost-effective
debt financing have supported numerous
renovation and new construction pro-
jects at the University. Since 1985, Yale
has renovated over 50 percent of its
New Haven campus. Future plans include
a multi-year, $1 billion investment in its
science, engineering and medical facili-
ties. Yale’s ability to remain a leader in
the field of higher education rests in part
upon its financial strength.Yale’s debt
maintains Aaa and AAA credit ratings
from Moody’s Investors Service and
Standard & Poor’s, respectively. Issuance
of tax-exempt debt constitutes a critical
component of its financial strategy.

A Long-Term
Commitment
to Williarns
In 2002, Lehman Brothers
partnered with The Williams
Companies’ management
to help the Tilsa-based
compary narrowly avoid
a company-threatering
liquidity crisis resulting from
sweeping changes in the
integrated energy sector
following the collapse of
Enron Corp. Our team of
more than 30 investment
bankers worked day and
night to divest assets and to
structure and secure financ-
ings to avoid a Williams
banknaptcy. These transac-
tions were featured in our
2002 annual report {above).
In 2003, Williams
achieved sigrificant milestones
in its return to financial
health and profitability,
and Lehman Brothers has
continved to serve as the
company’s sestricturing
advisor to help the comparty
reach these goals. Lehman
Brothers structured and led
multiple tactical financings.
These included Williams’
first return to the capital
markets following the lig-
uidity crisis, through the
issuance of $175 million
sentor notes at Williams’
Northwest Pipeline sub-
sidiary in Febrary 2003;

a $300 million convertible
bond offering completed in
May 2003; a $500 mil-
tion term loan placed in
May 2003 and secured

by centain of Williams’
exploration and production
(E&P) assets (the first insti-
tutional loan to be backed
solely by EGP properties);
and an $800 million senior
notes offeting in_June 2003,
which firmly re-established
Williams’ ability to access
the debt capital markets

on an unsecuted basis and
substantially resolved any
remaining liquidity concerns
regarding the compary.

Also during 2003,
Lelnan Brothers advised
or led six additional transac-
tions_for Williams, including
five announced asset divesti-
tures, raising proceeds of
mote than $3.3 billion.
These divestitures further
enhanced Williams’ liquidy-
ty position and enabled the
comparty to commence a de-
levering campaign with a
Lehman-led debt tender of
approximately $1.0 billion
in the_fourth quarter of
2003 — a dlear indication
that the Williams-Lehman
Brothers partnership has
been deeply beneficial to

our client.

Lehman and Qwest,

a Follow-Up

Like many of its peers

in the telecom sector, Quest
Communications Inter-
national Inc. has recently
experienced a number of
both industry-spedfic and
comparty-spedfic challenges.
In 2002, in order to solidify
its liguidity, Quvest agreed
to sell QuestDex, its direc-
tory-publishing business, in
a $7.05 billion leveraged
buyout led by The Carlyle
Group and Welsh, Carson,
Anderson & Stowe,

This transaction closed
in 2003, and Lehman
Brothers continued to serve
as financial advisor to Quest
and as joint bookunning
manager on approximately
$6 billion of high-yield
securities and loans to

Sfinance the acquisition.
The successful completion
of the sale has been a key

Sactor in the stabilization
of the company’s financial
position as well as in its
reduction of §8 billion in
debt since the third quarter
of 2002.
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INTEGRATED SERVICE FOR OPPENHEIMER
OppenheimerFunds, Inc., one of the
largest and most respected mutual fund
companies in the U.S., calls on Lehman
Brothers for many services, in both the
fixed imncome and equity capital markets,
and the relationship between our Firm
and theirs is growing because we deliver
unified service.

Teamwork is an important hallmark
of our culture, and this teamwork is
evident in our work with Oppenheimer.
Fixed income and equity research analysts
work together to provide market-wide
insight, and to give Oppenheimer inno-
vative 1deas. Traders work together across
asset classes to find the best execution
available. And salespeople are consistent
in their calling efforts to all of Oppen-
heimer’s business units, across geographic
regions.

Relationships like the Lehman
Brothers-Oppenheimer partnership exist
across our capital markets businesses,
and they are a primary reason for our
consistent growth.

CONSISTENT CONTROL
Our consistency in serving our clients
1s mirrored by our internal operating
consistency, and by our commitment
to delivering best-in-class financial
performance.

We have held to our compensation
expense discipline across the cycle, never
exceeding a 51 percent compensation
and benefits to net revenues ratio; in

2003, we were able to lower that ratio

Win Neuger,
Chairman and CEQ,
AIG Global Investment
Group

Kurt J. Wolfgruber,
Chief Investment Officer,
OppenheimerFunds, Inc.

to 49.9 percent. Non-personnel
expense control is part of the Lehman
Brothers culture. Because our employees
own considerable Lehman Brothers
stock, and because business operators
are compensated based on the returns,
and not merely on the revenues, their
businesses generate, everyone at our
Firm has an incentive to maintain

this discipline.

Risk management is another of our
“core competencies,” and our employees
are similarly devoted to managing the
Firm’s risk. We have maintained a
consistent risk appetite, even as the
Firm’s equity has grown substantially.
We remain strongly committed to our
customer-driven business model versus
a more proprietary-driven strategy.

We manage capital and liquidity
conservatively, as well. Our debt profile
1s almost entirely long-term, and its
maturities are spread relatively evenly
over the coming years, reducing our
rollover risk and providing remarkable
safety against negative market events.

Our focus on these disciplines
was a key component to the credit
rating upgrade we received from
Moody’s Investors Service in October.
Moody’s acknowledged improving
business conditions, but also noted
the Firm’s ability to produce solid
returns across cycles. These disciplines
are ingrained in the Lehman Brothers
culture, and we will not deviate from
them regardless of business conditions.




EHMAN BROTHERS TODAY EMPLOYS
almost twice as many people as it did
at the end of fiscal 1999, despite a chal-
lenging business climate. Until 2003,
most of our growth was organic —
finding the best people in the business
and bringing them to Lehman Brothers
to enable us to offer our clients the best
possible products and service. We have
grown with our shareholders also in
mind: As we grew, we maintained our
strict financial discipline, and we con-
tinued to achieve consistently strong
financial performance.

In 2003 alone, our employee count
increased by nearly 4,000, primarily due
to a series of acquisitions. Most notably,
this included our October purchase of
Neuberger Berman Inc., an outstanding
private wealth and asset management
firm. Neuberger was an ideal fit: Its
culture emphasized teamwork, entrepre-
neurialism and great thinking on behalf
of clients, and it was an 1deal comple-
ment to our existing high-net-worth
Client Services and asset management
businesses.

Neuberger Berman, which has kept
its name and headquarters following
the acquisition, brought considerable

assets under management to Lehman

Growing, To Offer Better Service

Lehman Brothers
Assets Under
Management
(AUM in billions)
s116
T

i | Neuberger
. | Berman

!

% |
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o — Crossroads
Group

Lincoln
Capital

02 03

In 2002, the Firm’ assets
under management totaled
89 billion, and with the
subsequient acquisitions of
Neuberger Berman, The
Crosstoads Group and
Lincoln Capital, the Firm’s
AUM rose to $116 billion
by year-end 2003.

Brothers, helping to raise the Firm’s total
AUM to approximately $116 billion at
November 30, 2003, up significantly
from the $9 billion in AUM we reported
at the end of the prior year.

The Neuberger Berman acquisition
adhered to the very strict criteria we
apply to all transactions — from a strate-
gic, financial and cultural standpoint.

Our combination with Neuberger
Berman has, after only a few months,
proven to be highly successful. We have
retained virtually all of Neuberger
Berman’s people, and the assets they
managed have remained at Neuberger
Berman after the transaction. Their assets
under management are growing, and
we are pleased with the multiple synergies
we have identified between our businesses.

We added further to our Client
Services Division with our acquisition
of the $29 billion fixed income asset
management business of Lincoln Capital
Management in early 2003. In October,
we acquired The Crossroads Group, a
manager of private equity fund-of-funds
based in Dallas, Texas. With approximately
$2 billion in assets under management
and an extremely successful performance
record, Crossroads has added substantially
to our private equity product offerings.
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“We are thrilled to be part of the Lehman Brothers family.

stronger than the sum of its parts, and I look forward to fully

These transactions — Neuberger
Berman, Lincoln Capital and The
Crossroads Group — have helped to
create a powerful asset management
franchise within Lehman Brothers.
Furthermore, they have broadly aug-
mented the products and services we
provide to our high-net-worth clients,
where we have become one of the
industry’s leading service providers.
They have also extended our capabilities
in mutual funds, institutional asset
management and alternative investments.
All told, this broader array of product
offerings, coupled with enhanced distri-
bution capabilities, afford excellent
opportunities for growth within our
Client Services Division.

GROWING THE ENTIRE FRANCHISE
In 2003, we substantially upgraded our
mortgage business by acquiring a num-
ber of mortgage origination platforms
to provide a direct source of product.
These units, combined with our
securitization platform, result in a fully
vertically integrated mortgage business,
ensuring our market leadership in
this area.

We have also grown organically, one
hire at a time, as we have continued to
improve the quality of our workforce.
Lehman Brothers has emerged whole
from the turmoil in our industry over
the past few years, our culture intact and
our momentum strong. Our success has
made Lehman Brothers a very appealing

Asset Management

= )
Z /Z
Our Client Services seg-

ment has been transformed
by our recent acquisitions
and has never been stronger
and more capable of broadly
serving clients.

Neuberger Berman,
Sfounded in 1939, boasts a
strong foundation of integrity
and commitment to wealth
tmanagerment, providing dients
with excellent long-term per-
Sformance through the decades.

Neuberger Berman
employs approximately 100
toney managers, grovped
into autonomous teams, with
an average of over 20 years
of industry experience.

The power of this com-
bination was affirmed by
Institutional Investor

when it named the trans-
action a “2003 Mergers
and Acquisitions Deal of
the Year.”

In 2003, Neuberger
Berman’s assets under man-
agement grew to a record
high of $69 billion.

Lincoln Capital
Management provides
exceptional nstitutional

fixed income management,
offering clients a family of
Sunds with successful track
tecords. By year-end 2003,
Lincoln Capital had groum
to §34 billion in assets
under management.

The Crossroads Group
expands the range of private
equity products while com-
plementing traditional offer-
ings. It is one of the most
experienced and diversified
private equity fund invest-
wment managers. In 2003,

The Crosstoads Group
accounted for $2 billion in
assets under management.

$69.1

1 8$56.9
] $56.3

] $53.0
] $52.8

99 00 01 02 03

Neuberger Berman
Assets Under
Management (billions,
at November 30)

%

TOP OF PAGE: Marvin Schwartz, Managing Director, Neuberger Berman Inc.

ABOVE, LEFT TO RIGHT: At the announcement of Lehman Brothers’ acquisition

of Neuberger Berman: Theodore P _Janulis, Head of Client Services/Wealth and
Asset Management; Robert Matza, President and Chief Operating Officer, Neuberger
Berman; Dave Goldfarb, Chief Financial Officer; Jeffrey A. Vanderbeek, Office of the
Chairman; Jeffrey B. Lane, Chairman, Wealth and Asset Management; Richard S.
Fuld, Jr., Chairman and Chief Executive Officer.




[ am completely convinced that this merger creates a firm that is significantly

participating in the growth and success of our exciting new partnership.”’

MARVIN SCHWARTZ
MANAGING DIRECTOR

NEUBERGER BERMAN INC.

LEHMAN BROTHERS TOTAL EMPLOYEES

16,188/

1999 2000 2001 2002 2003




place to work, and it has given us the
ability to hire many of the best people
in the industry.

During 2003 alone, we hired a new
head of mergers and acquisitions; of
global equity trading; of healthcare in
Investment Banking; of merchant bank-
ing; of Investment Banking in Germany;
and a senior executive in Japan as well
as several prominent Private Client
Investiment representatives, almong marny
others. We also named Sir Christopher
Gent, former Chairman and Chief
Executive Ofhicer of Vodafone Group Plc,
to our Board of Directors, and we named
new advisory committees populated by
highly successful professionals in Europe
and Asia to deepen our client relation-
ships in those regions.

Our many senior-level appointments,
along with the acquisitions of 2003 and
our successful recruitment efforts at
lower levels and on campuses, have cre-
ated a much stronger Lehman Brothers,
one ready to compete across businesses,
markets and regions.

An Inclusive
Environment

Diversity and inclusion are
essential parts of Lehman
Brothers’ culture. We believe
in tapping into a broad range
of talented people— and
valuing their differences in
thought and perspective.
Lehman will continue to
differentiate itself as an
employer by attracting, retain-
ing and developing the best
people from a broad range
of talent.

In light of this, in 2003
we have significantly enhanced
our global efforts and resources
dedicated to workforce diver-
sity. Some of our best people

have come together to pro-
mote employee development
by forming Diversity
Counals, appointing Diversity
Representatives from Senior
Marnagement and launching
Employee Networks. We
have also successfully deliv-
ered a variety of diversity
education, mentoring and
leadership programs globally.
These organizations and
programs will assist our oper-
ating managers in realizing
the potential that an inclu-
sive workforce contributes

to the commercial success

of the Firm.




ARKET AND BUSINESS CONDITIONS
remained challenging in Europe in 2003,
but the Lehman Brothers European
franchise made significant progress dur-
ing the year, gaining market share in
equity trading and further building on
its leading asset securitization businesses.
We remained a dominant force in Italy,
and we continued to make headway

in France, the UK. and Germany.

As global economic conditions
continue to improve, we anticipate that
opportunities for growth in Europe
will be substantial. We expect European
economies to continue their migration
to a capital markets paradigm, a transi-
tion that was delayed by three consecu-
tive years of difficult market conditions.
When that process recommences,
Lehman Brothers will be at its center,
providing the investment banking, capital
markets and asset management services
our European clients require to grow.

SOLIDIFYING LIQUIDITY
FOR STMICROELECTRONICS
STMicroelectronics N.V,, Europe’s
largest manufacturer of semiconductors,
has relied on Lehman Brothers for every
equity capital markets financing it has
ever done, with Lehman Brothers raising

A Borderless Franchise

Piero Mosconi,
Corporate Vice
President and Treasurer,
STMicroelectronics N.V.

Israel Makov,
President and CEQ,
Teva Pharmaceutical
Industries, Ltd.

over $12 billion in equity and equity-
related capital for the company.

In July, STMicro called upon Lehman
Brothers to lead-manage a $1.4 billion
1ssue of zero-coupon convertible notes,
with a negative yield to maturity. The
issue was offered simultaneously with
a €440 million offering of bonds
exchangeable for STMicro shares by
Finmeccanica SpA, STMicro’s largest
shareholder. The seamless coordination
of the offerings created scarcity value
for both issues, and the enare $2 billion
was placed very quickly.

This complex solution proved highly
effective for the company, as it provided
STMicro with fresh financing used to buy
back existing convertible securities, thus
extending the company’s debt maturity
profile and improving its total cost of
funding.

CONTINUING SERVICE FOR
A FRANCHISE CLIENT

Teva Pharmaceutical Industries Ltd., one
of the world’s largest generic pharma-
ceutical companies, positioned itself in
2003 for substantial growth, in part as
a result of its $3.4 billion acquisition,
announced in October, of SICOR Inc.
SICORs strength in injectable generic
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REGIONAL NET REVENUES

(MILLIONS) Pacific
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., Americas

1999 2000 2001 2002 2003
$5,340 $7,707 $6,736 $6,155 $8,647 Totals

“Lehman Brothers has assisted us with every equity capital markets
transaction STMicroelectronics has ever executed. There are many

reasons why we continue to call upon Lehman, but foremost among

b

them is Lehman’s creativity and complete commitment to serving us.

PIERO MOSCONI

CORPORATE VICE PRESIDENT AND TREASURER, STMICROELECTRONICS N.V.




drugs provided an ideal opportunity
for Teva, the leader in oral generics,
to broaden its platform.

Lehman Brothers acted as financial
advisor to Teva on the transaction, the
most recent in a long series of transac-
tions on which our Firm and Teva have
partnered. Lehman Brothers has lead-
managed nearly $2.4 billion in convert-
ible securities offerings for Teva, and has
advised the Israel-based company on
numerous acquisitions.

Clients such as Teva are crucial to our
success: By maintaining excellent long-
term relationships with the world’s best
companies, the Firm can provide the
highest level of ongoing service, creative
1deas and opportunities for growth.

PROSPERING IN ASIA

Our businesses in Asia experienced their
best year ever in 2003, bolstered by
improving markets and economic con-
ditions, and by innovative thinking on
behalf of our Asian clients. The year was
particularly strong in Fixed Income,
where we made significant gains in the
region’s burgeoning asset securitization
businesses, and in Investment Banking,
where our market share improved
dramatically across products.

Signs of growth in Asia, and particu

larly in our primary marketplaces of
Japan, South Korea and Greater China,
lead us to believe that our long-term

$364

S0 8236
"2 $255

1 %152

99 00 01 02 03

European and Asian
Securitization Volurnes:
Mortgage-Backed

and Asset-Backed
Securities

(calendar year, in billions)

Masato Nakamura,
Senior Executive Officer,
Corporate Planning,
UFJ Bank Limited

commitment to the region will bear
even greater fruit in the years ahead.

MANAGING MARKET RISK FOR UF)
In March 2003, UF] Bank Limited, one
of Japan’s largest banks, established a new
subsidiary, UFJ Equity Investments Co.,
Ltd., for the purpose of managing its
equity portfolio, and transferred approxi-
mately ¥500 billion ($4.7 billion) of
publicly traded Japanese stock to this
new entity. Lehman Brothers proposed
a unique market risk hedging strategy,
utilizing the Firm’s proprietary technol-
ogy, and was appointed as an advisor. By
helping the Bank in effectively hedging
the market risk of this portfolio, Lehman
Brothers has developed a productive
working relationship with UFJ and UF]
Equity Investments.

This important relationship in Japan
1s helping to solidify Lehman Brothers’
position as a leading service provider
to financial institutions in Asia.
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MANAGEMENT'S DISCUSSION AND ANALYSIS
OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS

eh&nan Brothers Holdings Inc. (“Holdings™) and subsidiaries (collec-
tiv'ely, the “Company” or “‘Lehman Brothers”) is a leading financial

. A . .
setvices firm that provides investment banking and capital markets

facilitation to a globaltlient base. The Company’s business activities

]

are divided into three segments: Investment Banking, Capital Markets
and Client Services. The investment banking industry is significantly
influenced by worldwide economic conditions as well as other fac-
tors inherent in the global financial markets. As a result, revenues and
earnings may vary from quarter to quarter and from year to vyear.
Forward-Looking Statements

Some of the statements contained in this Management’s Discussion
and Analysis of Financial Condition and Results of Operations,
including those relating to the Company’s strategy and other state-
ments that are predictive in nature, that depend upon or refer to
future events or conditions or that include words such as “expects,”

FETR

“anticipates,” “intends,

[T}

plans,” “believes,” “estimates” and similar
expressions, are forward-looking statements within the meaning of
Section 21E of the Securities Exchange Act of 1934, as amended.
These statements are not historical facts but instead represent only
the Company’s expectations, estimates and projections regarding
future events. These statements are not guarantees of future per-
formance and involve uncertainties that are difficult to predict,
which may include, but are not limited to, the factors listed below.
As a global investment bank, the Company’s results of operations
have varied significantly in response to global economic and mar-
ket trends and geopolitical events. The nature of the Company’s
business makes predicting the future trends of revenues difficult.
Caution should be used when extrapolating historical results to
future periods.

The Company’s actual results and financial condition may
differ, perhaps materially, from the anticipated results and financial
condition in any such forward-looking statements and, accordingly,

readers are cautioned not to place undue reliance on such statements.

The Company undertakes no obligation to update any forward-
looking statements, whether as a result of new information, future

events or otherwise.

CERTAIN FACTORS AFFECTING
RESULTS OF OPERATIONS

The Company’s results of operations may be affected by uncertain or
unfavorable economic, market, legal and other conditions. These
conditions include but are not limited to:

Market Fluctuations and Volatility
Changes in interest and foreign exchange rates, securities, commodi-
ties and real estate valuations and increases in volatility can increase
credit and market risks and may also impact customer-flow-related
revenues and proprietary trading revenues as well as impact the vol-
ume of debt and equity underwritings and merger and acquisition
transactions. The Company uses derivatives and other financial con-
tracts to hedge many of these market risks.

Industry Competition and Changes in Competitive Environment
Increased competition from banking institutions, asset managers and
non-traditional financial services providers and industry consolida-
tion could impact fees earned from the Company’s Investment
Banking, Client Services and Capital Markets businesses.

Investor Sentiment
Recent accounting and corporate governance scandals have had a sig-
nificant impact on investor confidence. In addition, geopolitical con-
cerns about terrorist activities can affect the global financial markets.

Liquldity
Liquidity and liquidity management are of critical importance to the
Company. Liquidity could be impacted by the inability to access the
long-term or short-term debt markets or the repurchase and securi-
ties-lending markets. However, the Company’s liquidity and funding

policies have been designed with the goal of providing sufficient
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liquidity resources to continually fund its balance sheet and to meet
its obligations in all market ienvironments.

Credit Ratings /
The Company’s access to the unsecured funding markets is depend-
ent upon the Company’s credit ratings. A reduction in the Company’s
credit ratings could adversely affect the Company’s access to liquidity
alternatives and its competitive position, and could increase the cost of
funding or trigger additional collateral requirements.

Credit Exposure
Credit risk represents the passibility that a counterparty will be unable
to honor its contractual obligations to the Company. Although the
Company actively manages icredit risk exposure daily as part of its risk
management framework, counterparty default risk may arise from
unforeseen events or circumstances.

Legal/Regulatory
Legal and regulatory changes in the U.S. and other jurisdictions could
have unfavorable effects on the Company’s businesses and results of
operations. In particular, there have been a number of legislative, legal
and regulatory developmerts related to research analyst conflicts of
interest and mutual fund trading issues in the financial services indus-
try that may affect future results of operations. In 2002, the US.
Congress enacted the Sarbanes-Oxley Act, which significantly affected
corporate governance and securities laws. In addition, various Federal
and state securities regulators, self-regulatory organizations (including
the New York Stock Exchange) and industry participants reviewed
and, in many cases, adopted significant changes to their established
rules including rules in the areas of corporate governance, potential
research analyst conflicts of interest and auditor independence.

Neuberger Berman Integration ‘
The Company acquired Neuberger Berman Inc. and its subsidiaries
(“Neuberger”), an asset management company, in October 2003.The
Company's ability to achieve the anticipated benefits of the merger,
including revenue and cost synergies, is dependent upon a number of
factors, certain of which may be beyond the Company’s control. These
synergies may not be realized in the anticipated amounts or time
frame. For additional information about this acquisition see the Client
Services business segment discussion on page 45 and Note 6 to the

Consolidated Financial Statements.
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EXECUTIVE OVERVIEW

Business Environment
The principal business activities of the Company are investment bank-
ing, capital markets facilitation and asset management, which by their
nature are subject to volatility, primarily due to changes in interest and
foreign exchange rates, security and real estate valuations, global eco-
nomic and political trends and industry competition. Through the
Company’s investment banking, trading, research, structuring and distri-
budon capabilities in equity and fixed income products, the Company
continues to build on its client/customer business model. This model
focuses on customer flow activities. The customer flow model is based
on the Company’s principal focus of facilitating customer transactions in
all major global capital markets products and services. The Company
generates customer flow revenues from institutional and high-net-worth
clients/customers by (i) advising on and structuring transactions specifi-
cally suited to meet client needs; (i) serving as a market-maker and/or
intermediary in the global marketplace, including having securities and
other financial instrument products available to allow clients to rebalance
their portfolios and diversify risks across different market cycles; (i) pro-
viding asset management services; and (iv) acting as an underwriter to
clients. In addition to its customer flow activities, the Company also takes
proprietary positions.

During 2003, the global market environment began to emerge
from a prolonged slump. Gross domestic product (“GDP”) growth
rates began to improve, worldwide capacity indicated core inflation
would remain low, labor markets began showing signs of stabilization,
and corporate governance issues and geopolitical concerns eased their
grip on investor sentiment—all serving to increase the sense of sta-
bility. While expectations improved as 2003 progressed, a global eco-
nomic recovery was not yet fully in evidence.

The fixed income markets performed extremely well in 2003,
benefiting from a historically low interest rate environment, improved
investor confidence as economic indicators became increasingly pos-
itive, and significantly lower levels of corporate downgrades and
defaults. During 2003, the U.S. Treasury rate reached a 43-year low,
and credit spreads tightened significantly. During the second half of
2003, the fixed income markets saw significant steepening of treasury
curves in the U.S. and Japan on the prospects of stronger economic
growth. Bond market volatility soared during the second half of 2003,
resulting in record fixed income related volumes as customers reallo-
cated investment portfolios and engaged in more dynamic hedging.

The U.S. equity markets reached an 18-month high late in the year,
as GDP growth, corporate profitability, manufacturing indices and cap-
ital spending all improved. The S&P 500 and NASDAQ indices rose
13% and 33%, respectively, in the year ended November 30, 2003.
Monetary and fiscal policy provided an additional stimulus in the form




of a 25 basis-point rate cut by the Federal Reserve in June and tax pol-
icy changes enacted earlier in the year, both of which had the objective
of encouraging more rapid growth.

Global fixed income origination volumes reached a record high
in 2003. Investment grade spreads tightened compared with 2002 and,
together with low absolute interest rates, led to a favorable environ-
ment for new issues, which increased 25% from 2002. The high yield
market also benefited as low rates and significanty tighter credit
spreads resulted in more than a doubling of the 2002 volume levels.
Throughout 2003, issuers took advantage of interest rates that
remained low even though rates began an upward climb in the sec-
ond half of 2003 from the historical lows reached earlier in the year.
Equity origination market volume in 2003 declined 2% from the
already depressed levels of 2002; however origination activity
improved in the second half of 2003, as economic indicators showed
more consistent signs of recovery. Equity issuance was concentrated in
secondaries, follow-ons and convertibles, while IPO volume declined
a further 42% compared with already depressed 2002 levels.

Europe followed the U.S. lead in terms of monetary policy as
both the European Central Bank and the Bank of England reduced
interest rates. Even with such stimulus, European economic growth
continued to trail US. levels with three of Europe’s major
economies—Germany, [taly and the Netherlands—all in recession.
However, anticipation of stronger U.S. growth prompted the major
European equity indices to rally on the prospect of an export driven
recovery. The FTSE 100 and DAX composite rose 4% and 13%,
respectively, during 2003. Asian equity markets also exhibited gains
during the year, with the Hang Seng index rising 22% during 2003.
In Japan, stronger GDP growth, increased corporate profitability, cen-
tral bank focus on deflation, and progress in bank reform caused the
Nikkei to rise 10% in 2003.

Mergers and acquisitions (“M&A”) completions in fiscal 2003
were the lowest in over five years, with corporate executives awaiting
definitive signs of an economic and market recovery before initiating
transactions. Volumes were down 17% from fiscal 2002. However,
M&A activity showed some signs of improving in late 2003, and the
dollar value of overall announced M&A transactions rose 8% in 2003
from 2002.

Economic Outlook
The financial services industry remains highly linked to global eco-
nomic growth both in banking and capital markets. The Company
expects U.S. GDP to increase by 4.4% in 2004 as the recovery solid-
ifies. The Company anticipates more moderate growth rates of 1.5%
in Europe and 2.3% in Japan, with robust growth of 6.8% in Asia
excluding Japan. The Company expects fiscal and monetary policy to
remain supportive during 2004 and expects that the low interest rate

environment will continue to persist for some time.

The Company anticipates that the equities markets will continue
strengthening, supported by expansive monetary policy, equity valua-
tions that are attractive relative to bonds, increasing corporate cash
flows, and growing investor confidence. The corporate profit recovery
has been a key element supporting a stronger equity market. With
market appreciation and diminished volatility, the equity origination
markets have become more active, and equity origination volume in
the last half of 2003 represented the most active issuance period since
2000. Given these economic factors, the Company expects equity
origination to continue to improve throughout 2004,

While the Company does not expect fixed income origination
levels to reach the record volume of $9.6 trillion issued in 2003, the
outlook for fixed income origination is still quite positive. The
Company expects a drop in 2004 originations by approximately
15%—still representing the second highest level of annual fixed
income origination volume. Weaker mortgage and high grade
issuance in 2004 are expected to be partly offset by stronger levels of
public finance, sovereign, high yield, emerging market and asset-
backed offerings.

The Company believes the favorable economic fundamentals that
existed in 2003 will remain in place throughout 2004, resulting in
continued strength in fixed income customer flow-related activity.
Globally, the fixed income market has grown over 50% since 1999 to
a market size of over $19 trillion in par value of securities outstand-
ing, and the market is significantly more diverse. Given the sheer size
and diversity of this market and the natural flow of principal and
coupon inherent to these securities, the Company believes the base-
line level of fixed income flow and activity has increased well beyond
that experienced in the past. As the market has become far more
global, the Company anticipates continued growth of securitization
products in both Europe and Asia.

The outook for Client Services is also positive, given favorable
demographics and the trends toward pension reform, higher savings
rates globally, and intergenerational wealth transfer. The high-net-
worth client increasingly seeks multiple providers and greater asset
diversification along with a high service component. The Company
believes the significant expansion of its asset management business,
including the October 2003 Neuberger acquisition, was well-timed,
and integration is progressing well.

With the Company’s diversified business model, the scale of the
Company’s businesses, the increased market share the Company now
enjoys, the productivity of the Company’s people, the prudent manner
in which the Company’s businesses are managed day to day, and man-
agement’s outlook for the global economy and for the Company’s
individual businesses, the Company believes it is well-positioned to
continue to perform at the upper end of its peer group throughout

the various stages of the business and economic cycle.
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RESULTS OF OPERATIONS™

The Company provides a full array of capital markets products, invest-
ment banking services and investment management and advisory serv-
ices worldwide. Through the Company’s banking, trading, research,
structuring and distribution capabilides in equity and fixed income
products, the Company continues to effectively build its client/customer
business model. This model focuses on customer flow activities, which
represent a preponderance of the Company’s revenues. In addition to its
customer flow activides, the Company also takes proprietary positions,
the success of which is dependent upon its ability to anticipate economic
and market trends. The Company believes its customer flow orientation
helps to mitigate its overall revenue volatility.

The Company, through its subsidiaries, is a market maker in all
major equity and fixed income products in both the U.S. and interna~
tional markets. To facilitate its market~making activities, the Company is
a member of all principal sécurities and commodides exchanges in the
U.S. and holds memberships or associate memberships on several prin-
cipal international securities and commodities exchanges including the
London, Tokyo, Hong Kong, Frankfurt, Milan and Paris stock
exchanges. As part of its customer flow activities, the Company main-
tains inventory positions of varying amounts across a broad range of
financial instruments that are marked-to-market daily and, along with
proprietary trading positions, give rise to Principal transactions and net
interest revenue.

Net income totaled $1,699 million or $6.35 per diluted share in
2003, up 74% and 83%, respectively, from net income of §975 million and
diluted earnings per share of $3.47 in 2002. Net revenues rose 40% to
$8,647 million in 2003 from $6,155 million in 2002. The improvements

reflect strong performance in Capital Markets, complemented by modest

improvements in debt underwriting and Client Services activities. Equity
underwriting and M&A advisory declined moderately compared with
already depressed 2002 levels, as global market volumes declined further.
The effect of the global equity underwriting volume decline was some-
what offset by the Company’s improved market share. Overall revenue
growth is primarily attributable to a more favorable economic climate in
2003, and the continued growth in the depth and breadth of the Capital
Markets customer franchise. Net income and diluted earnings per share
in 2002 declined 22% and 21%, respectively, from $1,255 million and
$4.38 in 2001. Net revenues in 2002 declined $581 million or 9% from
$6,736 in 2001.

The Company continues to maintain a strict discipline in its core
competencies around managing expenses, risk and capital. Compensation
and benefits expense as a percentage of net revenues was 49.9% in 2003
and 51.0% in both 2002 and 2001. Non-personnel expenses in 2003,
2002 and 2001 include a number of special items described on page 38
(the “Special Items”).

Non-personnel expenses rose 11% (13% excluding the Special
Items) in 2003 compared with 2002 and rose 4% (7% excluding the
Special Items) in 2002 compared with 2001. Non-personnel expenses as
a percentage of net revenue were 21%, 26% and 23%, respectively, in
2003, 2002 and 2001 (20%, 25% and 21% in 2003, 2002 and 2001,
respectively, excluding the Special Items).

Return on average comumon stockholders’ equity was 18.2%, 11.2%
and 15.9% in 2003, 2002 and 2001, respectively (18.7%, 12.2% and
16.9%, respectively, excluding the Special Items). The Special Irems
reduced diluted earnings per share by $0.17, $0.30 and $0.26 in 2003,
2002 and 2001, respectively. Average common stockholders’ equity was
appropriately weighted for the effect of the equity issued in connection

with the Neuberger acquisition on October 31, 2003.

" Market share, volume and ranking statistics in this Management's Discussion and Analysis were obtained from Thomson Financial.

S

NET REVENUES

Percent Change

2002 2001 200372002  2002/2001

$ 1.951 $ 2,779 119% (30)%
71:77?, v 2,000 W an
1286 1,091 6) 18
11,728 16,470 (15) (29)
5 3 140 13)
16,781 22,392 3 (25)
10,626 15,656 (19) (32)

§ 6,155 $ 6,736 40% (9)%

IN MILLIONS
YEAR ENDED NOVEMBER 30 2003
Principal transactions $ 4,280
Investment banking “ 1,747
Commissions 4 1,21¢0
Interest and diviélenci's ) i B 9,942
Other ) ~_los
Total revenues o 17,25%
Int;erest ex-pense ) 8,640
Net revenues ‘ $ 8,647
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Net revenues totaled $8,647 million, $6,155 million and $6,736
million in 2003, 2002 and 2001, respectively. Net revenues in 2003
were a record for the Company, representing a 12% increase over the
prior peak in 2000. Net revenues grew 40% compared with 2002, pri-
marily attributable to improved Fixed Income and Equities Capital
Markets results, which rose $2,398 million or 66% from 2002. Client
Services net revenues rose $103 million or 13% from 2002, while
Investment Banking net revenues were essentially unchanged from
2002. The Company’s net revenues declined 9% in 2002 compared
with 2001 as difficult global market conditions resulted in lower
M&A, equity origination and Equity Capital Markets revenues, par-
tially offset by an increase in Fixed Income Capital Markets revenues.
Client Services revenues and debt origination revenues remained rel-
atively unchanged in 2002 compared with 2001. See pages 40-46 for
a detailed discussion of revenues by segment.

Investment Banking continued to gain market share in key prod-
ucts (specifically, in announced M&A transactions, global equities, con-
vertibles and asset-backed securities), while maintaining a significant
share in debt originaton. In Fixed Income Capital Markets, the
Company continued to grow its client base and significantly improved
market share in interest rate derivatives, foreign exchange, corporate and
government debt and mortgage-backed securities. In Equity Capital
Markets the Company made considerable progress in terms of sales and
trading share. In Client Services, the Company continued to introduce
new products and services to an expanding client base and completed
the acquisition of Neuberger in October 2003.

Principal Transactions, Commissions and Net Interest Revenues
In each of its Capital Markets and Client Services businesses, the
Company evaluates revenue performance in the aggregate, including
Principal transactions, Commissions and net interest. Management of
these activities is based on aggregate revenues, which includes an
assessment of the potential gain or loss associated with a transaction,
including associated commissions, and the interest and dividend rev-
enue or expense associated with financing or hedging positions.
Caution should be used when analyzing these revenue categories
individually because they may not be indicative of the overall per-
formance of the Capital Markets and Client Services activities.

Principal transactions, Commissions and net interest revenues
totaled $6,792 million, $4,339 million and $4,684 million in 2003,
2002 and 2001, respectively. The 57% improvement in 2003 compared
with 2002 reflected record revenues from fixed income products and
improved equity product revenues. Fixed income products reached
record levels in 2003, as historically low interest rates, increased inter-
est rate volatility and narrowing credit spreads drove record customer
flow activities. The improved equity product revenues were driven by
improvements in the global economy, with stronger corporate earn-

ings and a steady rise in global equity indices. The 7% decline in 2002

from 2001 principally reflects the negative conditions within the
global equity markets, which resulted in a decline in Equity Capital
Markets revenues, most notably in equity derivatives, as investor con-
cerns regarding corporate governance and geopolitical risks resulted
in reduced demand for these products. Equity Capita] Markets rev-
enues also were reduced by losses on the Company’s private equity
investments in 2002. Despite these negative conditions, the Company
improved its market share in both listed and NASDAQ trading vol-
umes. Partially offsetting these revenue declines in 2002 was an
increase in Fixed Income Capital Markets revenues, particularly in
mortgage products, which benefited from their less credit-sensitive
nature and low interest rate levels.

Principal transactions revenue increased $2,329 million or 119%
in 2003 compared with 2002, principally reflecting record revenues
from fixed income products. Revenues from equity products also
improved in 2003 as a result of rising global equity indices and
improved performance in private equity. Principal transactions rev-
enue declined $828 million or 30% in 2002 compared with 2001,
principally reflecting reduced equity product revenues resulting from
poor global market conditions. In addition, Principal transactions rev-
enue declined in 2002 as a result of the transition to a commussion-
based revenue structure on NASDAQ trades, whereby these revenues
are classified as Commissions in 2002 and 2003. In prior years, NAS-
DAQ trades for substantially all institutional customers were trans-
acted on a spread basis, with related revenues classified within
Principal transactions.

Commission revenue declined $76 million or 6% in 2003 com-
pared with 2002, primarily reflecting lower trading volumes,
Commission revenue grew $195 million or 18% in 2002 compared
with 2001 due to the transition to institutional commission-based
pricing in the NASDAQ market, growth in market trading volumes
and an increase in the Company’s market share of listed and NAS-
DAQ trading volumes.

Interest and dividends revenue and Interest expense are a func-
tion of the level and mix of total assets and liabilities (principally
financial instruments owned and secured financing activities), the
prevailing level of interest rates, and the term structure of the
Company’s financings. Interest and dividends revenue and Interest
expense are integral components of the overall customer flow activ-
ities. The decrease in Interest and dividends revenue and in Interest
expense in 2003 and 2002 is principally due to the substantial
declines in interest rates during these periods. The 18% increase in
net interest revenue to $1,302 million in 2003 from $1,102 million
in 2002 was primarily due to an increase in total assets, including
higher levels of secured financing activities, and a steeper yield
curve in 2003 that reduced interest expense on secured short-term

funding. The 35% increase in net interest revenue to $1,102 million
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in 2002 from $814 million in 2001 was primarily due to a change
in inventory mix to higher levels of interest-bearing assets in
response to shifts in customer asset preferences.
Investment Banking

Investment banking revenues totaled $1,747 million, $1,771 million and
$2,000 million in 2003, 2002 and 2001, respectively. Investment bank-
ing revenues result primarily from fees and related revenues earned for
underwriting public and private offerings of fixed income and equity
securities, advising clients on M&A activities and corporate financing
activities. Investment banking revenues of $1,747 million in 2003 were

essentially unchanged compared with $1,771 million in 2002, as lower

equity underwriting and M&A market volumes were mostly offset by
record fixed income underwriting volumes. Industry-wide, global
equity market volume declined 2%, while completed M&A advisory
market volume was down 17% compared with the already depressed
levels of 2002. Fixed income market volume was up 25% compared with
2002. Investment banking revenues declined 11% in 2002 compared
with 2001, reflecting significant market weakness in equity underwrit-
ing and M&A advisory activities partially offset by improvements in the
Company’s market share for completed M&A transactions and under-
writing of certain fixed income and equity products (see page 41 for a

discussion of the Company’s Investment Banking segment).

NON-INTEREST EXPENSES

IN MILLIONS

Percent Change

YEAR ENDED NOVEMBER 30 2003 2002 2001 200372002 2002/2001
Compensation and béneﬁts — $4,3;18 $3,139 $3,437 38% (9%
Non—pefsénnel el&ée}ls-ersi(reyr(cludinvg the Spe&al I‘ten;s 7 A

described below) ) 1,716 1517 1424 13 T 7
Other -r-eal estate reco.rrlﬁrguratiron cha;ge 717 128 - (40) -
Sreptenrqu;evr 11t};. ;e-lateé -(ge;é»ve¥ics)/ ;ée;ses,.net_ N - ' (108) 127 - -
Reegulatory settlement 7 - 80 - - -
Total non-interest e);'penses ) 736,11‘1 $4,756 $4,988 28% (5)%
Compensation and benefits/Net revenues o 49.9% 51.0% 51.0%

A significant portion of the Company’s expense base is variable,
including compensation and benefits, brokerage and clearing, and
business development. The Company expects its variable expenses as
a percentage of net revenues to remain in approximately the same
proportions in future periods.

Non-interest expenses were $6,111 million in 2003, $4,756 million
in 2002 and $4,988 million in 2001 and include a number of Special
Items. Non-interest expenses in 2003 include a pre-tax real estate
charge of $77 million ($45 million after-tax) associated with the
Company’s previous decision to dispose of certain excess real estate.
Non-interest expenses in 2002 include a pre-tax net gain of $108 mil-
lion associated with September 11th related costs and insurance sette-
ment proceeds, a2 $128 million pre-tax charge associated with decisions
to reconfigure certain global real estate facilities and an $80 million pre-
tax charge related to the setdement of allegations of research analyst
conflicts of interest. The 2003 and 2002 real estate-related charges were
recognized in accordance with Emerging Issues Task Force (“EITF”)
Issue No. 94-3, “Liability Recognition for Certain Employee Termination
Benefits and Other Costs to Exit an Activity (including Certain Costs Incurred
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in a Restructuring).” These charges represent estimated sublease losses
expected to be incurred upon exiting certain of the Company’s facili-
ties, prinicipally in London and New York. The Company expects that
substantially all of such facilities will be subleased by the end of 2004.
The net pre-tax effect of these 2002 items is a charge of $100 million
(878 million after-tax). Non-interest expenses in 2001 include a $127
million pre-tax charge ($71 million after-tax) stemming from the events
of September 11th, which resulted in the displacement and relocation
of substantally all of the Company’s New York based employees.
Additional information about these Special Items can be found in
Notes 20 and 21 to the Consolidated Financial Statements.
Compensation and benefits expense was $4,318 million, $3,139
million and $3,437 million in 2003, 2002 and 2001, respectively.
Compensation and benefits expense as a percentage of net revenues
was 49.9% in 2003 and 51.0% in 2002 and 2001. Compensation and
benefits expense includes the cost of salaries, bonuses, the amortiza-
tion of deferred stock compensation awards and employee benefit
plans. Variable compensation, consisting primarily of bonuses,

increased to $2,283 million in 2003 up from $1,198 million in 2002,




while fixed compensation, consisting primarily of salaries and bene-
fits, increased to $2,035 million in 2003 from $1,941 million in 2002,
The increase in fixed compensation primarily resulted from increased
salary costs associated with several business acquisitions completed
during the year (see “Business Acquisitions”) as well as increases in
pension expense. Compensation and benefits expense declined 9% in
2002 compared with 2001 commensurate with the 9% decline in Net
revenues. Included in compensation and benefits expense is net pen-
sion expense/(income) of $45 million, $26 million and $(32) million
in 2003, 2002 and 2001, respectively. Amortization of deferred stock
compensation awards totaled $625 million, $570 million and $544
million in 2003, 2002 and 2001, respectively.

Non-personnel expenses (excluding the Special Items) were
$1,716 million in 2003, up $199 million or 13% compared with $1,517
million in 2002. The increase in non-personnel expenses is principally
attributable to increases in occupancy, technology and communica-
tions, and brokerage and clearance expenses, as well as the effect of
business acquisitions during 2003 (for. additional information see Note
6 to the Consolidated Financial Statements). Occupancy expenses
increased 11% to $319 million in 2003 from $287 million in 2002 prin-
cipally attributable to the increased cost of the Company’s new corpo-
rate headquarters and additional space needed to accommodate the
growth in headcount. Technology and communications expenses were
$598 million in 2003 compared with $552 million in 2002, an increase
of 8%. The growth reflects amortization of technology assets at new
facilides and higher spending associated with the enhancement of cap-
ital markets trading platforms and technology infrastructure. Brokerage
and clearance expenses rose 12% in 2003 primarily attributable to
increased volumes in fixed income products, in addition to the
Company’s expansion in equities-related businesses in 2003.
Professional fees increased by 22% in 2003 compared with 2002, prin-
cipally due to higher legal, accounting and audit fees incurred in the
current industry environment. In the aggregate, $53 million of non-
personnel expenses in 2003 are attributable to business acquisitions.
Non-personnel expenses (excluding the Special Items) increased 7% in
2002 from 2001 primarily due to investments in technology and com-
munications, higher occupancy expenses to accommodate headcount
growth and the increased cost of the new corporate headquarters, and
increased brokerage and clearance expenses due to higher volumes in
certain fixed income structured products.

Income Taxes
The provision for income taxes totaled $765 million, $368 million and
$437 million in 2003, 2002 and 2001, respectively. These provisions
resulted in effective tax rates of 30.2%, 26.3% and 25.0%, respectively.
The increase in the effective tax rate in 2003 compared with 2002 was
primarily due to a higher level of pre-tax income, which reduced the

impact of permanent differences, including a decrease in tax-exempt

income, partially offset by an increase in tax benefits from foreign
operations. The increase in the effective tax rate in 2002 compared
with 2001 was primarily due to a less favorable mix of geographic
earnings, partially offset by a greater impact of permanent differences,
including tax-exempt income. For additional information see Note
19 to the Consolidated Financial Statements.
Business Acqulsitions

On October 31, 2003, the Company purchased Neuberger as part of
the Company'’s strategic plan to build out its Client Services segment.
This acquisition positions the Company as one of the industry’s lead-
ing providers of services to high-net-worth investors, bringing the
Company’s assets under management to over $116 billion at
November 30, 2003. The Company, with this acquisition, significantly
strengthened its Client Services segment and further diversified its rev-
enue base. The Neuberger acquisition strengthened the Company’s
revenues from fee-based activities, allowing for improved cross-cycle
performance and reduced earnings volatility. The Company believes
this acquisition will provide revenue synergies by (a) making
Neuberger products available to the Lehman Brothers network of
institutional and high-net worth individual clients in all three geo-
graphic regions and (b) offering Neuberger clients an expanded range
of investment and risk management products, including structured
capital markets products, private equity, and other alternative asset
management products. The Company’s estimated $100 million of rev-
enue and cost synergies of the combined businesses leads the Company
to believe that the Neuberger acquisiion will be slightly dilutive to
earnings per share in 2004 and approximately break even by 2005.

The Company purchased Neuberger for a net purchase price of
approximately $2,788 million, including cash consideration and inci-
dental costs of $690 million, equity consideration of $2,374 million
(including 32.3 million shares of common stock, 0.3 million shares of
restricted common stock and 3.5 million vested stock options) and
excluding net cash and short-term investments acquired of $276 mil-
lion. The Company also issued approximately 0.5 million shares of
restricted common stock valued at $42 million, which is subject to
future service requirements and will be amortized over the applicable
service periods (for additional information see Note 15 to the
Consolidated Financial Statements). The Company intends for the
Neuberger brand to remain intact. The Neuberger acquisition
resulted in an increase of approximately 1,200 employees.

During the second quarter of 2003, the Company acquired a con-
trolling interest in Aurora Loan Services (“AlS”), a residential mortgage
loan originator and servicer. The Company believes this acquisition adds
long-term value to its mortgage franchise by allowing further vertical
integration of the business platform. Mortgage loans originated by ALS
are intended to provide a more cost efficient source of loan product for

the Company’s securitization pipeline. The Company also made three
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other small acquisitions during 2003. In July 2003, the Company
acquired a controlling interest in another residential mortgage loan
originator. The strategic objective of this acquisition mirrors that of
ALS—to increase the vertical integration of the Company’s mortgage
business by expanding the pipeline of loan product for securitization.
In October 2003, the Company acquired substantially all of the oper-
ating assets of The Crossroads Group (“Crossroads™), a diversified pri-
vate equity fund manager with approximately $2 billion of assets
under management. The Crossroads acquisition expanded the

Company’s global private equity franchise to approximately $7 billion

under management. In January 2003, the Company acquired the fixed
income asset management business of Lincoln Capital Management as
part of the Company’s strategic objective to build out its Client
Services segment. The Company’s headcount increased by approxi-
mately 2,200 as a result of these acquisitions. The aggregate total cost
of these four acquisitions was approximately $172 million, which was
paid in cash and notes. For additional information about these acqui-
sitions, see the Capital Markets and Client Services business segment
discussions below and Note 6 to the Consolidated Financial

Statements.

SEG

The Company operates in three business segments (each of which is
described below): Investment Banking, Capital Markets and Client
Services. These business activities result in revenues from both insti~
tutional and high-net-worth individual clients, which are recognized
in all revenue categories in the Consolidated Statement of Income.
(Net revenues also contain certain internal allocations, including
funding costs, which are centrally managed.) Net revenues from the
Company’s customer flow activities are recorded as either Principal
the

Consolidated Statement of Income, depending on the method of

transactions, Commissions or net interest revenues Iin

execution, financing and/or hedging related to specific inventory

positions. In each of its Capital Markets and Client Services

ME

NTS

businesses, the Company evaluates revenue performance in the
aggregate, including Principal transactions, Commissions and net
interest. Management of these activities is based on aggregate rev-
enues, which includes an assessment of the potential gain or loss asso-
ciated with a transaction, including associated commissions, and the
interest and dividends revenue and interest expense associated with
financing or hedging the Company’s positions. Caution should be
used when analyzing these revenue categories individually because
they may not be indicative of the performance of the overall Capital
Markets and Client Services activities. The following table summa-

rizes the net revenues of the Company’s business segments:

BUSINESS SEGMENTS

IN MILLIONS

Percent Change

YEAR ENDED NOVEMBER 30 2003 2002 2001 2003/2002 2002/2001
Net revenues: S N

Investment Banking $1,722 81,731 §1,925 (1Y% 0%

Capital Markets I 6,018 C 3620 4024 66 10y

Client Serviees  _se1 a4 787 3 2
Total net revenues 8,647 6,155 6,736 40 %)
Compensation and benefis 4,318 ) 3,139 3,437 7*587- o 7-77(‘9)7 o
Nom-personnel expenses ® 1,788 1617 151 11 4
Earnings before taxes T $2,536 $1,399 $1,748 81% 20)%

1 Non-personnel expenses include special items (the "Special Items") totaling $77 million, $100 million and $127 million in 2003, 2002 and 2001, respectively.
Additional information about these Special Items can be found in “Management's Discussion and Analysis—Results of Operations—Non-Interest Expenses” and

in Notes 20, 21 and 22 to the Consolidated Financial Statements, The following business segment discussions do not include the Special Items.
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INVESTMENT BANKING

IN MILLIONS
YEAR ENDED NOVEMBER 3¢

Investment banking net revenues y

Non-interest expenses

Earnings before taxes ®

0 Excludes the effect of Special ltems,

The Investment Banking segment provides advice to corporate,
institutional and government clients throughout the world on merg-
ers, acquisitions and other financial matters. The segment also raises
capital for clients by underwriting public and private offerings of debt
and equity securities. The segment is composed of global industry
and Media,

Financial Institutions, Financial Sponsors, Healthcare, Industrial,

groups-— Communications Consumer/Retailing,

Natural Resources, Power, Real Estate and Technology—that include

Percent Change

2002 2001 2003/2002  2002/2001
$1,731 $1,925 )% (10)%
1,321 1,552 - (15)
$ 410 $ 373 )% 10%

bankers who deliver industry knowledge to meet clients’ objectives.
Specialized product groups within Mergers and Acquisitions and
Global Finance—which includes Equity Capital Markets, Debt
Capital Markets, Leveraged Finance and Private Placements—are
partnered with global relationship managers in the global industry
groups to provide comprehensive solutions for clients. Specialists in
product development and derivatives also are engaged to tailor spe-

cific structures for clients.

INVESTMENT BANKING NET REVENUES

IN MILLIONS

Percent Change

YEAR ENDED NOVEMBER 30 2003
Debt Underwriting $ 980
Equity Underwriting 363
Merger and Acquisition Advisory

Net revenues of $1,722 million in 2003 were essentially
unchanged from $1,731 million in 2002 as lower equity underwrit-
ing and M&A advisory revenues were substantially offset by growth
in debt underwriting. Net revenues declined 10% in 2002 to $1,731
million from $1,925 million in 2001 primarily due to lower M&A
advisory and equity underwriting revenues.

Debt underwriting revenues increased 11% in 2003 to a record
$980 million from $886 million in 2002, as the tightening of credit
spreads and a full vear of historically low interest rates resulted in
record debt underwriting volumes. Industry-wide fixed income
origination volume rose 25% from 2002, while the Company’s fixed

income origination volume was up 26%. Investment grade and high

2002 2001 200372002  2002/2001
$ 886 $ 893 1% "M%
420 440 (14) )
425 592 an (28)
$1,731 $1,925 (1Y% (10)%

yield market underwriting volumes were particularly strong as credit
spreads tightened 89 basis points and 452 basis points, respectively,
from fiscal 2002 levels. The market volume growth in 2003 was
largely in high grade debt which generally has lower fee spreads. The
Company ranked fourth in market share of worldwide debt under-
writing volumes in calendar 2003, up from fifth in calendar 2002 and
2001, with the Company recording market share of 6.9%, 6.9% and
6.4% for the calendar years ended 2003, 2002 and 2001, respectively.
Debt underwriting revenues of $886 million in 2002 were essentially
unchanged compared with the Company’s 2001 results of $893 mil-

lion, as issuers continued to take advantage of low interest rates.
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Equity underwriting révenues declined 14% in 2003 to $363
million from $420 million in 2002 as industry-wide global equity
market volumes declined 2% in fiscal 2003 compared with fiscal 2002.
The decline in revenues also is attributable to a change in the mix of
equity underwriting, with initial public offerings, which generally are
the most lucrative, contributing only 14% of market volume in fiscal
2003, down from 23% in fiscal 2002. The Company increased its
global equity-related market share to 3.7% in calendar 2003 from
3.5% in calendar 2002, primarily due to the strong performance in
secondary, follow-ons, and convertible offerings globally. Equity orig-
ination revenues of $420 million in 2002 declined 5% compared with
$440 million in 2001. The Company’s global equity-related market
share declined to 3.5% in 2002 from 4.4% in 2001.

M&A advisory fees declined 11% in 2003 to $379 million from
$425 million in 2002, as M&A activity remained extremely weak with
the market volume for completed transactions in fiscal 2003 reaching
its lowest level since 1996. M&A activities continued to be negatively
affected by lackluster global growth rates in the first half of 2003, con-
tinued weak investor confidence amid geopolitical concerns and
uncertainty regarding the global economic recovery. M&A market
volume for completed transactions was down 17% compared with fis-
cal 2002 while the Company’s completed transaction volume was
down only 5%. Despite the low volume of activity in fiscal 2003 for
completed transactions, M&A activity began to improve in the second
half of fiscal 2003, leading to an 8% increase in announced market

volume in fiscal 2003 compared with fiscal 2002. The Company’s

M&A fee backlog at November 30, 2003 more than doubled from
November 30,2002 indicating an upturn in potential future M&A fee
revenue. The Company’s market share for announced transactions was
essentially unchanged at 11.0% in calendar 2003 from 10.9% in cal-
endar 2002. M&A advisory fees declined 28% to $425 million in 2002
from $592 million 2001.This decline reflected difficult global market
conditions and weak demand for strategic transactions, as corporations
remained conservative amid an uncertain business climate. Despite the
low volume of activity in the advisory markets, the Company’s mar-
ket share for completed transactions in calendar 2002 improved to
10.5% compared with 7.4% in calendar 2001.

Non-interest expenses of $1,321 million in 2003 were unchanged
from 2002, attributable to a modest increase in compensation and
benefits expense reflecting the improved environment at the end of
the year, offset by lower business development expense as spending
was curtailed in early 2003 when the market environment was sub-
dued. Non-interest expenses in 2002 declined $231 million or 15%
compared with 2001, reflecting lower compensation expenses and
headcount levels associated with lower revenue and reduced non-per-
sonnel-related expenses, particularly business development and profes-
sional fees, as the Company focused on minimizing discretionary
spending.

Earnings before taxes of $401 million in 2003 declined from $410
million in 2002 driven by the decline in net revenues. Earnings before
taxes of $410 million in 2002 increased 10% from 2001 as the 10%

decline in net revenues was more than offset by lower expenses.

CAPITAL MARKETS

IN MILLIONS

YEAR ENDED NOVEMBER 30 2003
Principal transactions . o § 3,800
Interest and dividends ’ 9,903
Commissions 4 911
Other - o N A14,,,,
Total revenues - i4T,672‘87 7
Interest expense 8,610
Net revenues i » 6;01:8; 7
Non-interest expenses " B 4,

E T s

Earnings before taxes

" Excludes the effect of Special Items.
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Percent Change

2002 2001 2003/2002 2002/2001
$1,474  §2342 158% (37)%
11,691 16,371 sy 29
1,059 879 a4y 20
1 13 - 92)
i 14,225 19,605 3 27)
) 10,605 15381 (19  (32)
) 3,620 4,024 66 (10)
2,722 2,702 47 1
§ 898  §1,322 123% (32)%




The Capital Markets segment includes institutional customer
flow activities, research, and secondary-trading and financing activi-
ties in fixed income and equity products. These products include a
wide range of cash, derivative, secured financing and structured
instruments and investments. The Company is a leading global mar-
ket-maker in numerous equity and fixed income products including
U.S., European and Asian equities, government and agency securities,
money market products, corporate high grade, high yield and emerg-
ing market securities, mortgage- and asset-backed securities and real
estate, preferred stock, municipal securities, bank loans, foreign

exchange, financing and derivative products. The Company is one of

the largest investment banks in terms of U.S., and pan-European
listed equities trading volume and maintains a major presence in
over-the-counter U.S. stocks, major Asian large capitalization stocks,
warrants, convertible debentures and preferred issues. The segment
also includes the risk arbitrage and secured financing businesses as
well as realized and unrealized gains and losses related to private
equity investments. The secured financing business manages the
Company’s equity and fixed income matched book actividies, sup-
plies secured financing to institutional clients and customers, and
provides secured funding for the Company’s inventory of equity and

fixed income products.

CAPITAL MARKETS NET REVENUES

2003 2002 2001
IN MILLIONS Gross Interest Net Gross Interest Net Gross  Interest Net
YEAR ENDED NOVEMBER 30 . Revenues Expense  Revenues Revenues Expense Revenues Revenues Expense Revenues
Fixed Income $10,963 $(6,572) § 4,391 810,674 § (8,055) § 2,619 $13,984  §(11,757) $2,227
Equides 3,665  (2,038) 1,627 3551 (2,550) 1,001 5621 (3824) 1,797
$14,628  §$(8,610) 6,018  $14225 $(10,605) § 3,620  $19.605 $(15581)  $4,024

Net revenues of $6,018 million in 2003 rose 66% from 2002,
reflecting record fixed income net revenues and a 63% increase in
equities net revenues. Net revenues declined $404 million or 10% in
2002 compared with 2001, as a 44% decline in equities net revenues
was only partially offset by an 18% improvement in fixed income
net revenues.

Fixed income net revenues increased 68% to a record $4,391
million in 2003 from $2,619 million in 2002. Historically low inter-
est rates, significant credit spread tightening, and volatile currency
markets all contributed to an extremely favorable environment for
fixed income products and record customer flow activities. The
Company’s diverse set of fixed income asset classes experienced
increased trading volumes that resulted in improved results across a
broad range of asset classes including high yield, mortgage, interest
rate, and municipal products. High yield products produced record
results driven by a combination of strong customer flow activities
and improved proprietary position revenues. High yield revenues
benefited from the significant tightening of credit spreads, which
saw a 452 basis-point tightening during 2003, and improved trading
volumes as corporate downgrades were at the lowest level in five

years. Record revenues from mortgage-related products were

I
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|
|

I
|

|

bolstered by robust refinancings and heavy investor demand for
newly securitized products, slightly offset by a softening of certain
sectors within the commercial real estate market. Refinancings were
fueled by historically low interest rates in the U.S. and Europe, with
residential refinancings reaching a record high in May 2003. Interest
rate products, including derivatives and governments, improved
driven by record customer flow activities as issuers and investors
sought to diversify and hedge risks. Fixed income net revenues
increased $392 million or 18% to $2,619 million in 2002 from
$2,227 million in 2001. The increase was principally driven by
strong institutional customer flow activity, particularly in mortgage-
related products, as secondary flow was aided by strong origination
activity and investors sought to minimize risk by moving to more
diversified and defensive asset categories. The low interest rate envi-
ronment throughout 2002 contributed to strong results in the mort-
gage businesses, principally from increases in securitization
transactions and the distribution of various mortgage loan products,
which were bolstered by the active refinancing environment. Strong
results also were posted in structured credit-related products, partic-
ularly in collateralized debt obligations, as clients migrated to prod-

ucts offering diversification and hedging capabilities.
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Equities net revenues totaled $1,627 muillion in 2003, up 63%
from 2002 as improvements in the global economy and stronger
corporate earnings fueled a steady improvement in global equity
indices that began in March and continued through year end. The
rise in global equity indices contributed to improved performance
in a number of asset classes including derivatives, convertibles, and
private equity investments. While U.S. equity trading volumes
declined slightly, European and Asian markets experienced a rise in
trading volumes contributing to improved performance in these
regions. The Company’s share of NASDAQ market volumes contin-
ued to increase to 3.8% in fiscal 2003 from 3.6% in fiscal 2002 and
3.2% in fiscal 2001; however, the Company’s share of listed NYSE
market volumes decreased to 7.0% in fiscal 2003 from 7.2% in fiscal
2002, but remained well above the Company’s 5.7% share in 2001.
The derivative business benefited from improved customer flow
activity, particularly in Europe, as customers increasingly used cus-
tomized derivative products to hedge risk and reduce concentra-
tions. Convertibles revenues were bolstered by improved credit
markets and strong customer activity on the heels of increased new
issuance activity. The Company recorded net gains on its private
equity investments in 2003 compared with losses in 2002. Equities
net revenues declined 44% iin 2002 to $1,001 million from $1,797
million in 2001 attributable to difficult market conditions that
resulted in revenue declines across most equity products including
equity derivatives, equity financing and private equity. Equity deriv-
ative revenues declined primarily as a result of lower demand for
structured equity derivative products. The decline in equity finance
revenues was primarily attributable to a decline in customer balances
in the prime brokerage business, while private equity investments
reported losses on both private and public investments in 2002.
These declines were partially offset by improvements in the
Company’s market share in both listed and NASDAQ securities dur-
ing 2002.

Interest and dividends revenue declined 15% compared with
2002, while Interest expense declined by 19%, primarily reflecting
a decline in U.S. interest rates from 2002. Net interest revenue rose
19% to $1,293 million in 2003 principally due to increased total
assets, including higher levels of secured financing activities and a
steeper yield curve. In 2002 interest and dividends revenue declined
29% while Interest expense declined 32% from 2001, reflecting the
significant decline in interest rates during the year. Net interest rev-
enue increased 37% in 2002 compared with 2001 reflecting a
steeper yield curve environment and higher interest earning asset

levels in 2002 compared with 2001.

44 2003 MANAGEMENT'S DISCUSSION AND ANALYSIS

Non-interest expenses increased to $4,011 million in 2003 from
$2,722 million in 2002, primarily due to an increase in compensa-
tion and benefits expense commensurate with the increase in net
revenues. Non-personnel expenses increased principally due to
higher brokerage and clearance costs associated with higher volumes
in certain fixed income products, increased technology and commu-
nications expenses associated with the enhancement of capital mar-
kets trading platforms, and higher professional fees associated with
increased legal, accounting and audit costs. Non-interest expenses
were essentially unchanged in 2002 compared with 2001, as lower
compensation and benefits expense was offset by higher non-per-
sonnel expenses, including increased occupancy costs associated with
increased headcount levels and higher technology spending to
enhance trading platforms and technology infrastructure.

Earnings before taxes increased to $2,007 million in 2003 from
$898 million in 2002 as a 66% increase in net revenues was partially
offset by a 47% increase in non-interest expenses. Earnings before
taxes of $898 million in 2002 declined 32% from $1,322 million in
2001 primarily due to a 10% decline in net revenues.

In February 2003, the Company acquired a controlling interest
in ALS, a residential mortgage loan originator and servicer, and in
July 2003 the Company acquired a controlling interest in another
residential mortgage loan originator. The Company believes the
acquisitions add long-term value to its mortgage franchise by
allowing further integration of the business platform. Mortgage
loans originated are expected to provide a more cost efficient
source of loan product for the Company’s securitization pipeline.
(See

Acquisitions” on page 39). These acquisitions contributed approx-

“Management’s Discussion and  Analysis—Business
imately $238 million of net revenues, $36 million of non-personnel
expenses and $59 million of net income in 2003. For additional

information see Note 6 to the Consolidated Financial Statements.




CLIENT SERVICES

IN MILLIONS

Percent Change

YEAR ENDED NOVEMBER 30 2003
Principal transactions $480
Interest and di.vidends 39
Investment banking 25
Commissi)né - ST 299
Other

2002 2001 2003/2002  2002/2001

$477 §437 1% 9%
ST s e s ey
e A

227 212 32 7
a3 114 T

- 825 862 14 o)

21 75 43 72

804 787 13 2
e 607 15 T

$191 $180 7% 6%

Tota] revenues i 937

Interest expensé " L
Net revenues S “9621 >>>>>
Non—-ir;ter-es; expensés o - 102
Earnings before taxes © o 'A—SZ-WOS“

" Excludes the effect of Special Items.

[ |

The Client Services segment consists of the Private Client and
Asset Management business lines. Private Client generates cus-
tomer-flow transactional revenues from high-net-worth clients, and
Asset Management generates fee-based revenues from customized
investment management services for high-net-worth clients as well
as asset management fees from mutual fund and other institutional
investors. Asset Management also generates management and incen-
tive fees from the Company’s role as general partner for private
equity and alternative investment partnerships. The Company’s

Private Equity business operates in five major asset classes: Merchant

IN MILLIONS

Banking, Real Estate, Venture Capital, Fixed Income-related and
Third Party Funds.

The Company significantly enhanced its market position in pro-
viding asset management services to high-net-worth clients in 2003
through the acquisition of Neuberger. (See “Management’s Discussion
and Analysis—Business Acquisitions” on page 39). The Company
acquired Neuberger on October 31, 2003, and therefore the
Company’s 2003 results reflect only one month of Neuberger’s activ-
ity contributing approximately $50 million in net revenues (solely

from asset management activities).

NT SERVICES NET REVENUES
ASSETS UNDER MANAGEMENT

Percent Change

2002 2001 200372002 2002/2001
37_1,4_ $ 667 7% 7%
B 90 120 57 (25)
$804 $ 787 13% 2%
Percent Change
2002 2001 200372002 2002/2001
$ 86 $11.7 - (26)%

YEAR ENDED NOVEMBER 30 2003

Private Client $766

Asset Management N 141
$907

o Reclassified to conform to the 2003 presentation.

IN BILLIONS

NOVEMBER 30 2003

Assets under management $116.2
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Client Services net revenues increased $103 million or 13% in
2003 compared with 2002, primarily due to increased revenues asso-
ciated with the acquisitions of Neuberger, Lincoln Capital
Management and Crossroads which contributed $71 million of net
revenues in 2003, as well as increased distribution of products to high-
net-worth clients. Chient Services net revenues rose $17 million or 2%
in 2002 compared with 2001 principally due to strong fixed income
distribution activity.

Private Client net revenues increased $52 million or 7% in 2003
compared with 2002 reflecting strong fixed income product distribu-
tion activities partially offset by lower equity sales, as investors were
cautious in the first half of the year before gradually beginning to shift
asset allocations in the latter half of the year. Despite the weak equity
markets in 2002, Private Client net revenues increased $47 million or
7% in 2002 compared with 2001 driven by strong fixed income activ-
ity as high-net-worth clients repositioned their portfolios to more
defensive asset classes.

Asset management net revenues increased $51 million or 57%

in 2003 compared with 2002 as a result of the acquisitions, partially

PR TS P — e

offset by a decline in Private Equity management fees attributable
to the expiration of commitment periods on two of the
Company’s funds. Net revenues declined $30 million or 25% in
2002 compared with 2001 primarily as a result of lower Private
Equity incentive fees.

Assets under management increased by $108 billion in 2003 com-
pared with 2002 primarily attributable to the acquisitions.

Client Services non-interest expenses of $§702 million in 2003
rose $89 million or 15% compared with 2002 primarily due to the
acquisitions, coupled with higher compensation and benefits expense
related to organic revenue growth. Client Services non-interest
expenses of $613 million in 2002 were essentially unchanged from
2001. The acquisitions added approximately 1,400 personnel to the
Client Services segment headcount as of November 30, 2003.

Earnings before taxes increased to $205 million in 2003 from
$191 nullion in 2002 as revenue growth outpaced expense growth.
Earnings before taxes of $191 million in 2002 improved from $180

million in 2001 as a result of higher revenues.

GEOGRAPHIC DIVERSIFICATION

’ NET REVENUES BY GEOGRAPHIC REGION

IN MILLIONS

YEAR ENDED NOVEMBER 30 2003

Europe $1,864

Asi.a Pacific ‘ 875
Total Internationai 2,739

u.s. ” 5,908
Total

International net revenues were $2,739 million, $2,286 million and
$2,495 million in 2003, 2002 and 2001, respectively, representing
approximately 32% of total net revenues in 2003 and 37% in both
2002 and 2001. International net revenues grew 20% in 2003 com-
pared with 2002 and declined 8% in 2002 compared with 2001.

Net revenues in Europe increased 11% to $1,864 million in 2003
from $1,674 million in 2002 atributable to improvements in the capital
markets environment, primarily equities, driven by increased customer
flow activity in derivative and convertible products. Investment banking
revenue grew, driven by increased activity in debt and equity origination.
These improvements were partially ofset by declines in fixed income

capital markets revenues due to a softening of certain sectors within the
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$8,647

Percent Change

2002 2001 2003/2002 200272001
§1,674 $1,955 11% (14)%

612 540 43 13
2,286 2,495 20 ®)

3,869 a241 53 9
$6,155 §6,736 40% 9%

commercial real estate markets and in M&A. Net revenues declined 14%
in 2002 compared with 2001 attributable to a significant decline in
equity capital markets and investment banking net revenues due to low
corporate demand for equity derivative products and a decline in the
European equity origination markets. These declines were partially off-
set by growth in the fixed income capital markets business, which expe-
rienced a record year driven by growth in structured transactions as well
as strong performance in interest rate and mortgage-related products.
Net revenues in Asia Pacific of $875 million in 2003 increased 43%
from $612 million in 2002 attributable to improved performance in
fixed income and equities capital markets and investment banking

results. Fixed income capital markets revenue increased primarily due to




a higher level of activity in interest rate products. Equities capital markets
revenue growth was driven by strength in derivatives corresponding with
the increase in the Nikkei. Investment banking revenue also grew, driven
by the Company’s improved position in advisory activity, where com-
pleted M&A market share improved to 12.3% in calendar 2003 com-
pared with 4.7% in calendar 2002. Asia Capital Markets and Investment
Banking partnered together to deliver solutions to regional clients that
included the resolution of non-performing loan portfolios, innovative
capital raising and price hedging of a portfolio of cross shareholdings,
consistent with the Company’s primary strategic theme for the Asia
region of delivering the restructuring capabilities of the Company to
regional clients. Net revenues increased $72 million or 13% in 2002
compared with 2001. Growth in the fixed income capital markets busi-
ness in 2002 was driven by strength in derivatves, high yield and mort-
gage-related products as a result of strong customer flow activites and
new transactions, particularly in the distressed asset securitization busi-
ness. This performance was pardally offset by a decline in equity capital
markets and investment banking net revenues due to a lack of corporate
demand for equity derivatves, depressed equity markets and poor mar-

ket conditions in the investment banking environment.

LIQUIDITY, FUNDING
AND CAPITAL RESOURCES

The Company’s Finance Committee is responsible for developing,
implementing and enforcing its liquidity, funding and capital policies.
These policies include recommendations for capital and balance sheet
size as well as the allocation of capital and balance sheet to the busi-
ness units. Through the establishment and enforcement of capital and
funding limits, the Finance Committee oversees compliance with
policies and limits throughout the Company with the goal of ensur-
ing the Company is not exposed to undue funding or liquidity risk.
Liquidity Risk Management

Liquidity and liquidity management are of critical importance to the
Company. The Company’s funding strategy seeks to ensure the
Company maintains sufficient liquid financial resources to continually
fund its balance sheet and meet all of its funding obligations in all mar-
ket environments. The strategy is based on the following principles:

O Liquidity providers are credit and market sensitive and quick
to react to any perceived market or firm-specific risks.
Consequently, the Company remains in a state of constant lig-
uidity readiness.

O During a liquidity event, certain secured lenders will require
higher quality collateral, resulting in a lower availability of
secured funding for “hard-to-fund” asset classes. Consequently,
the Company only relies on secured funding to the extent it

believes it would be available in all market environments.

O A firm’s legal entity structure may constrain liquidity. Some
regulators or rating agency considerations may prevent the
free flow of funds between the subsidiaries they supervise
(“Restricted Subsidiaries”) and Holdings and its other
subsidiaries (“Unrestricted Subsidiaries™). Consequently, the
Company seeks to ensure that the Restricted Subsidiaries on the
one hand, and Holdings and its Unrestricted Subsidiaries collec-
tively on the other, have sufficient “stand alone” liquidity and that
there is no “cross subsidization” of liquidity from these Restricted
Subsidiaries to Holdings and its Unrestricted Subsidiaries.

O For planning purposes, the Company does not assume that, in
a liquidity crisis, assets can be sold to generate cash, unsecured
debt can be issued or any cash and unencumbered liquid col-
lateral outside of the liquidity pool can be used to support the
liquidity of Holdings and the Unrestricted Subsidiaries.

When managing liquidity, the Company pays particularly close

attention to the size of its liquidity pool, its long-term funding sources
and requirements and its reliable secured funding capacity. Each of
these metrics is explained in more detail below.

Liquidity Pool The Firm’s policy is to maintain a sizable
liquidity pool for Holdings and its Unrestricted Subsidiaries that cov-
ers all expected cash outflows in a stressed liquidity environment for
one year without being able to access the unsecured debt market. This
liquidity pool is invested in cash and unencumbered liquid collateral
such as US. government and agency obligations, investment grade
securities and index equities that can be monetized at short notice in
all market environments to provide liquidity to Holdings, which issues
most of the unsecured debt. At November 30, 2003 the estimated
pledge value of this portfolio, along with the undrawn portion of
Holdings’ committed credit facility (see “Credit Facilities” on page
51), totaled approximately $16.3 billion. Cash and unencumbered lig-
uid assets that are presumed to be “trapped” in a Restricted Subsidiary
or required for operational purposes are not counted as available lig-
uidity to Holdings and the Unrestricted Subsidiaries.

The Company’s hiquidity pool is expected to be available to cover
expected cash outflows in a stressed liquidity environment including:

O The repayment of all unsecured debt of Holdings and the
Unrestricted Subsidiaries maturing within twelve months.

O The drawdown of commitments to extend credit made by
Holdings and the Unrestricted Subsidiaries based on an analy-
sis of the probability of such drawdown (see “Summary of
Contractual Obligations and Commitments—Lending-
Related Commitments” on page 53).

0O Additional collateralization of derivative contracts and other
secured funding arrangements by Holdings and the Unrestricted
Subsidiaries to counterparties that would be required in the event

of a lowering of debt ratings (see “Credit Ratings” on page 52).
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0 Continuing equity ' repurchases to offset the dilutive effect
of the Companys employee incentive plans (see “Stock
Repurchase Plan” on page 52) and anticipated debt repurchases.

These projected outflows are re-assessed weekly and as they

change, management adjusts the size requirement for the liquidity pool.

The liquidity of the Restricted Subsidiaries is separately managed
to comply with their applicable liquidity and capital requirements and
to minimize dependence on Holdings and the Unrestricted
Subsidiaries.

Long-Term Funding Sources and Requirements Cash capital is
the metric used by management to assess the long-term funding
sources and requirements of the Company as a whole. The Company’s
policy is to operate with an excess of long-term funding sources over

its consolidated long-term funding requirements.

In 2003, the Company added materially to its cash capital sources
(i.e., total stockholders’ equity, preferred securities subject to manda-
tory redemption and long-term debt excluding current portion, other
liabilities with remaining terms greater than one year and deposit lia-
bilities at the Company’s banking institutions, Lehman Brothers Bank,
FSB (“LBB”) and Lehman Brothers Bank AG (“LBBAG”), which are
considered to be core in nature). The Company also considers the
undrawn portion of its committed facilities at Holdings and LBBAG
as a source of cash capital (see “Credit Facilities” on page 51).

At November 30, 2003, the Company had raised more than §64
billion of cash capital across all its legal entities—the majority of it
through long-term debt. Sources of cash capital at November 30 were

as follows:

CASH CAPITAL SOURCES

IN BILLIONS

NOVEMBER 30 2003 2002
Total stockholders’ equity and preferred securities subject to mandatory redemption $14 $10
Long-term debt, ex;:l-uding current portion 7 N » 36 31
Deposit liabilities ac LBB and LBBAG o o - 8 3
Other long-term sect-lred obli-gationsv 4 - 4~ -
Undrawn pértion of unsecured committed facilities at Holdings and LBBAG - ) 2 » 1
Total cash capital so‘urces v $64 h $49

Cash capital is used to fund the following long-term funding
requirements:

O Less liquid assets, such as fixed assets and goodwill.

O Less liquid inventory, such as high yield loans, private equity
investments, commercial mortgages and certain real estate
positions.

0O Unencumbered inventory irrespective of collateral quality.

O Secured funding “haircuts” (i.e., the difference between the mar-
ket value of the availdble inventory and the value of cash advanced

to the Company by counterparties against that inventory).
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O Operational cash deposited by the Company at banks.

O Liquid investments held to fund certain projected cash out-
flow as described in “Liquidity Pool” on page 47. These
investments are managed as part of the Liquidity Pool.

The Company also utilizes LBB and LBBAG to fund certain asset
classes such as mortgage products and selected loan assets. These enti-
ties operate in a deposit-protected environment and are able to source
low-cost unsecured funds that generally are insulated from a
Company or market-specific event, thereby providing a reliable fund-

ing source for these asset classes.




At November 30, 2003, the Company had an $11 billion cash
capital surplus across all legal entities. Cash capital sources and uses at

November 30 are as follows:

CASH.CAPITAL SURPLUS .

IN BILLIONS

NOVEMBER 30 200 2002

Cash capital sources $64 £49

Cash capi;a] uses: T
Trading and trading-related assets N 42 T
Nowwdingases a1 TE

Total cash capital uses ,.____5,,3__j* 43

Cash capital surplus o ~51'ivm*~ 56

Cash capital surplus, which is part of the various liquidity pools of
the Company, increased $5 billion in 2003 from $6 billion to $11 bil-
lion. Of the $11 billion in cash capital surplus, §6 billion is available to
Holdings and its Unrestricted Subsidiaries. The Company targets
maintaining a cash capital surplus available to Holdings and its
Unrestricted Subsidiaries of not less than $2 billion.

Reliable Secured Funding Capacity The Company takes what
management believes is a conservative approach to secured funding by
depending on it only to the extent it is reliable in all market environ-
ments. The Company regularly performs a detailed assessment of its
secured funding capacity by asset class and by counterparty to deter-
mine how much is reliable in a stressed liquidity environment.
Reliable secured funding capacity is usually set at a significant dis-
count to normal funding capacity. In particular, less liquid inventory
such as high yield loans and commercial mortgages are funded
entirely with cash capital~—any short-term secured funding that might
exist for these asset classes in a normal market environment is not
considered to be reliable.

The Company has developed and regularly updates its
Contingency Funding Plan, which represents a detailed action plan to
manage a stressed liquidity event, including a communication plan for

creditors, investors and clients during a funding crisis.

The liquidity policies and funding strategy discussed above have
enabled the Company to build a strong liquidity position, which has
played an important role in the narrowing of its credit spreads relative
to its major competitors and in its credit ratings being raised by rating

agencies. (See “Credit Ratings” on page 52).

Funding and Capital Resources

TOTAL CAPITAL

IN MILLIONS
NOVEMBER 30 2003 2002

Long-term debt:

Senior notes $41,303  $36,283
_S-L;b_ord_jn;;ted indebtedne‘ss » 2,2?6 ) : B i,395
Subtotal 43,529 38,678
Preferred securities subject to ”
;mndatc;ry redem}'ati(-)ﬁ o 1,310 710
Stockholders” equity: o
Preferred stockholders’ equicy 1,045 700
Common stockholders’ equityv o 12}1297 ‘ 8,242
Subtotal 13,174 8942
Total Capital $58,013  $48,330

The Company’s Total Capital (defined as long-term debt, pre-
ferred securides subject to mandatory redemption and total stock-
holders’ equity) increased 20% to $58.0 billion at November 30, 2003
compared with $48.3 billion at November 30, 2002. The Company
believes Total Capital is useful to investors as a measure of the
Company's financial strength because it aggregates the Company's
long-term funding sources. The increase in Total Capital principally
resulted from a net increase in long-term debt and increased equity
from the retention of earnings and the issuance of common stock to
acquire Neuberger.

The Company actively manages long-term debt to minimize refi-
nancing risk and investor concentration. The Company sets limits for
the amount maturing over any three, six and twelve month horizon
at 10%, 13% and 25% of outstanding long-term debt, respectively—
that 1s, $4.4 billion, $6.5 billion and $10.9 billion, respectively, at
November 30, 2003. The Company seeks to diversify its creditor base
when issuing unsecured debt. The quarterly long-term debt maturity

schedule over the next five years at November 30, 2003 is as follows:
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LONG-TERM DEBT MATURITY PROFILE
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During 2003, the Company issued $13,193 million in senior }
long-term debt securities and $190 million of subordinated long-term
debt, which was $3,246 million in excess of maturing debt securities
consisting of $9,815 million of senior notes and $322 million of [N BILLIONS
subordinated notes. Long-term debt increased to $43.5 billion at
November 30, 2003 from $38.7 billion at November 30, 2002 with a
weighted-average maturity of 3.9 years at November 30, 2003 and 4.0 e
years at November 30, 2002,

In addition, the Company issued $345 million of 6.50% Cumulative

58

$60

148

47

45

Preferred Stock in 2003. Holdings may redeem the preferred stock on or
after August 31, 2008. For additional information see Note 13 to the
Consolidated Financial Statements. Also in 2003, the Company formed . T 15

two trusts to issue $600 million of 6.38% preferred securites subject to

mandatory redemption, maturing in 2052 and redeemable beginning in
2008. See Note 12 to the Consolidated Financial Statements for additional

2002
2003

2001

information about Preferred securities subject to mandatory redemption.
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Credit Facilities
Holdings maintains a revolving credit agreement (the “Credit
Agreement”) with a syndicate of banks. Under the Credit Agreement, the
banks have committed to provide up to $1 billion through April 2005.
The Credit Agreement contains covenants that require, among other
things, that the Company maintain a specified level of tangible net worth.
The Company also maintains a $750 million multi-currency revolving
credit facility for LBBAG (the “Facility”). The Facility has a term of 364
dayé expiring in October 2004, with an option to extend payment for an
additional 364 days. There were no borrowings outstanding under either
the Credit Agreement or the Facility at November 30, 2003, although
drawings have been made under both and repaid from time to time dur-
ing the year. The Company has maintained compliance with the applica-

ble covenants for both the Credit Agreement and the Facility at all times.

Cash Flows
The Company generated cash from operating activities of $2,547 mil-
lion in 2003, as cash from earnings and operating assets and liabilities
exceed cash utilized in secured financing activities. During 2003 the
Company increased cash by $4,223 million overall as cash flows from
operating and financing activities of $5,331 million, exceed cash udi-
lized in investing activities of $1,108 million.

During 2002 the Company increased cash by $1,138 million as
cash flows from operating activities of $6,017 million exceed cash uti-
lized in financing and investing activities of §4,344 million and $535
million, respectively. During 2001 the Company utilized cash of
$2,599 million as cash utilized in financing activities and investing
activities of $1,559 million and $1,341 million, respectively, exceed

cash provided by operating activities of $301 million.

Balance Sheet and Financial Leverage
Assets The Company’s balance sheet consists primarily of cash and
cash equivalents, securities and other inventory positions owned, and
collateralized financing agreements. The liquid nature of these assets
provides the Company with flexibility in financing and managing its
business. The majority of these assets are funded on a secured basis
through collateralized financing agreements.

The Company’s total assets increased to $312 billion at
November 30, 2003 from $260 billion at November 30, 2002.
However, the Company believes net assets is a more meaningful
measure when comparing companies in the securities industry
because it excludes certain assets considered to have a low risk pro-
file (securities purchased under agreements to resell, securities
borrowed, and the collateral received recognized in inventory pur-
suant to Statement of Financial Accounting Standards No. 140,
“Accounting for Transfers and Servicing of Financial Assets and
Extinguishments of Liabilities—a replacement of SEAS No. 125” (“SFAS
140), as well as goodwill and other identifiable intangible assets).
This definition of net assets is used by many of the Company’s cred-
itors and a leading rating agency to evaluate companies in the secu-
rities industry. Under this definition, net assets were $166 billion and

$143 billion at November 30, 2003 and 2002, respectively, as follows:

NET ASSETS

IN MILLIONS

NOVEMBER 30 2003 2002
Total assets 3312,06-1 ) $260,336
Securities purchased under

Cagreements o resell  (87,416)  (94,341)
Securities borrowed (51,396)  (20,497)
Collateral received recognized in

*inventory pursuant to SFAS 140 (3,406) ©  (1,999)
Iden;i‘ﬁab]e iman>gibAle> asge-;s' -

T T ey en
Net assets B $‘1676,278{—> $143,291

The Company’s net assets consist primarily of inventory necessary
to facilitate customer flow activities. As such, the Company’s mix of
net assets is subject to change depending principally on customer
demand. In addition, due to the nature of the Company’s customer
flow activities and based on the Company’s business outlook, the
overall size of the Company’s balance sheet will fluctuate from time
to time and, at specific points in time, may be higher than the year-
end or quarter-end amounts.

The $51.7 billion increase in gross assets at November 30, 2003
was primarily due to an increase in secured financing activities. Net
assets at November 30, 2003 increased $23.0 billion compared with
2002, primarily due to the increase in the level of government and
agency securities, mortgages and mortgage-backed securities, corpo-

rate debt and cash and cash equivalents.
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Leverage Ratios Balance sheet leverage ratios are one measure
used to evaluate the capital adequacy of a company. Gross leverage ratios
are calculated as total assets divided by total stockholders’ equity. The
Company’s gross leverage ratios were 23.7x and 29.1x at November 30,
2003 and 2002, respectively. However, the Company believes net lever-
age based on net assets as defined above (which excludes certain assets
considered to have a low risk profile) divided by tangible equity capital,

to be a more meaningful measure of leverage in evaluating companies in

the securities industry. The Company believes tangible equity capital to
be a more representative measure of the Company’s equity for purposes
of calculating net leverage because the Company does not view the
amount of equity used to support goodwill and other identifiable intan-
gible assets as available to support the Company’s net assets. This defini-
tion of net leverage is used by many of the Company’ creditors and a
leading rating agency. Tangible equity capital and net leverage are com-
puted as follows at November 30, 2003 and 2002:

IN MILLIONS
NOVEMBER 30

Total stockholders’ equity

Preferred securities subject to mandatory redemption (subject to limitation)"

Identifiable intangible assets and goodwill
Tangible equity capital

Net leverage

2003 2002

$13,174 $8.942

1,068 210

A (3,561) 1)
10,681 $9.439
15.2x

@ Under the definition of tangible equity capital used by a leading rating agency, the maximum equity credit given to preferred securities subject to mandatory
redemption is 10% of tangible equity capital (preferred securities are included in calculation to determine the limit). In October 2003, in view of the favorable
market conditions, the Company issued $300 million of preferred securities subject to mandatory redemption at 6.375% in anticipation of calling $325 million of
preferred securities subject to mandatory redemption at 8% in March 2004, thereby lowering interest expense for the Company over the long run.

Net assets, tangible equity capital and net leverage are not necessarily comparable to similarly titled measures provided by other companies

because of different methods of calculation.

Stock Repurchase Plan

The management of equity is a critical aspect of capital management
in any business. The determination of the appropriate amount of
equity is affected by a wide number of factors. The primary factor is
the amount of “risk equity’ that the businesses require, although other
factors, such as rating agency considerations and balance sheet lever-
age, will also affect the determination. Equity requirements are con-
stantly changing and the Company’s Risk Management Group
monitors the Firm’s risk requirements on an active basis.

The principal purpose of the Firm’s stock repurchase program
is to substantially offset the dilutive effect of employee equity-based
compensation. In addition, the Firm may repurchase shares repre-
senting “surplus equity” (equity not being utilized by the businesses

. or required by the Firm for risk equity or other strategic purposes).
The repurchase program is effected through regular open-market
purchases.

During 2003, the Company repurchased approximately 23.1
million shares of Holdings common stock at an aggregate cost of
approximately $1,508 million. The Company repurchased approxi-
mately 5.0 million, 4.5 million, 4.3 million and 9.3 million shares in
the first, second, third and fourth quarters of 2003, respectively. The

average price paid per share for repurchased shares in the first, second,
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third and fourth quarters was $54.74, $61.10, $67.26 and $71.81,
respectively. For 2004, the Board of Directors has authorized the
repurchase of approximately 26.7 million shares of common stock to
offset projected 2004 dilution and, subject to market conditions, up to
an additional 35.1 million shares, primarily for the possible accelera-
tion of projected 2005 requirements to offset dilution, as well as to
manage the Company’s common equity position.
Credit Ratings

The Company, like other companies in the securities industry, relies on
external sources to finance a significant portion of its day-to-day oper-
ations. The cost and availability of unsecured financing generally are
dependent on the Company’s short-term and long-term credit ratings.
Factors that may be significant to the determination of the Company’s
credit ratings or otherwise affect the ability of the Company to raise
short-term and long-term financing include its profit margin, its earn-
ings trend and volatility, its cash liquidity and liquidity management, its
capital structure, its risk level and risk management, its geographic and
business diversification, and its relative positions in the markets in
which it operates. A deterioration in any of the previously mentioned
factors or combination of these factors may lead rating agencies to
downgrade the credit ratings of the Company, thereby increasing the

cost to the Company of, or possibly limiting the access of the Company




to, certain types of unsecured financings and triggering additional col-
lateral requirements in derivative contracts and other secured funding
arrangements. In addition, the Company’s debt ratings can impact cer-
tain capital markets revenues, particularly in those businesses where
longer-term counterparty performance is critical, such as over-the-
counter ("OTC”) derivative transactions, including credit derivatives
and interest rate swaps.

At November 30, 2003, the Company would be required to post
additional collateral pursuant to derivative contracts and other secured
funding arrangements of approximately $658 million in the event the
Company were to experience a downgrade of its senior debt rating of
one notch.

At November 30, 2003, the short- and long-term debt ratings of
Holdings and Lehman Brothers Inc. (“LBI”) were as follows:

|
|
i
|
|

CREDIT RATINGS

Holdings LBI
Short- Long- Short-  Long-
term  term  term term**
Fitch Ratings F-1 A+ F-1 A+/A
Moody’s Investors Service @ P-1 Al P-1  Aa3yAl
S;and;rd & Poor’s Ratings Services A-1 A A-1 A+'/A

»

Provisional ratings on shelf registration.

** Senior/subordinated. '

M On October 22, 2003, Moody’s raised the long-term rating of Holdings
and LBI from A2 to Al and from A1 to Aa3, respectively. Since 1999,
Moody's has raised the long-term ratings of Holdings and LB! three times;
from Baal to Al and from A3 to Aa3, respectively.

SUMMARY OF CONTRACTUAL OBLIGATIONS AND COMMITMENTS

In the normal course of business, the Company enters into various
commitments and guarantees, including lending comumitments to high
grade and high yield borrowers, private equity investment commit-
ments, liquidity commitments and other guarantees. In all instances, the
Company marks-to-market these commitments and guarantees, with
changes in fair value recognized in Principal transactions revenue.
Lending-Related Commitments In connection with its financ-
ing activities, the Company had outstanding commitments under certain
collateralized lending arrangements of approximately $5.0 billion and $1.5
billion at November 30, 2003 and 2002, respectively. These conumitments
require borrowers to provide acceptable collateral, as defined in the agree-
ments, when amounts are drawn under the lending facilities. Advances
made under these lending arrangements are typically at variable interest
rates and generally provide for over-collateralization based on the borrow-
ers’ creditworthiness. In addition, at November 30, 2003, the Company
had commitments to enter into forward starting secured resale and repur-
chase agreements, principally secured by government and government
agency collateral, of $78.4 billion and $46.2 billion, respectively, compared
with $89.9 billion and $50.3 billion, respectively, at November 30, 2002.
The Company, through its high grade and high yield sales, rading
and underwriting activities, makes commitments to extend credit in
loan syndication transactions. The Company uses various hedging and
funding strategies to actively manage its market, credit and liquidity
exposures on these commitments. In addition, total commitments are
not indicative of actual risk or funding requirements, as the commit-
ments may not be drawn or fully used. These commitments and any
related draw downs of these facilities, typically have fixed maturity
dates and are contingent upon certain representations, warranties and

contractual conditions applicable to the borrower.

I
\
|
i

The Company had credit risk associated with lending commit-
ments to investment grade borrowers (after consideration of credit risk
hedges) of $3.0 billion and $3.2 billion at November 30, 2003 and
2002, respectively. In addition, the Company had credit risk associated
with lending commitments to non-investment grade borrowers (after
consideration of credit risk hedges) of $2.6 billion and $1.7 billion at
November 30, 2003 and 2002, respectively. Before consideration of
credit risk hedges, the Company had commitments to investment and
non-investment grade borrowers of $8.1 billion and $2.9 billion at
November 30, 2003, respectively, compared with $7.1 billion and $1.8
billion at November 30, 2002, respectively. The Company had available
undrawn borrowing facilities with third parties of approximately $5.1
billion and $5.2 billion at November 30, 2003 and 2002, respectively,
which can be drawn upon to provide funding for these commitments.
These funding facilities contain limits for certain concentrations of
counterparty, industry or credit ratings of the underlying loans.

In addition, the Company provided high yield contingent commit-
ments related to acquisition financing of approximately $2.5 billion and
$2.8 billion at November 30,2003 and 2002, respectively. The Company’s
intent is, and its past practice has been, to sell down significantly all the
credit risk associated with these loans, if closed, through loan syndicatons
consistent with the Company’s credit facilitadon framework. These com-
mirments are not indicative of the Company’s actual risk because the
borrower often will raise funds in the capital markets instead of drawing
on the Company’s commitment. Additionally, the borrower’s ability to
draw is subject to there being no material adverse change in either mar-
ket conditions or the borrower’s financial condition, among other factors.
These commitments contain certain flexible pricing features to adjust for

changing market conditions prior to closing.
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At November 30, 2003 the Company had outstanding mortgage
loan commitments of approximately $3.1 billion, including $2.6 bil-
lion of residental mortgages and $0.5 billion of commercial mort-
gages. These commitments require the Company to transact

mortgage loans generally within 90 days at fixed and variable inter-

est rates. The Company intends to sell such loans, once originated,
through securitization.
Aggregate lending related commitments ac November 30, 2003,

before consideration of hedges, by maturity are as follows:

LENDING-RELATED COMMITMENTS

Amount of Commitment Expiration Per Period

Total

IN MILLIONS ~ Contractual Less than 1-3 4-5 After5
NOVEMBER 30, 2003 Amount 1 Year Years Years Years
Lending commitments: o )

High grade N N R 1 $4,615  $2,911 $611  § -

High vield ) o 2,857 889 938 566 464

Mofcgagé »coﬁlnlitn;énts 7777777 V 3,121 3,121 - - - -
Contingent acquisitién facilities - 2,549 2,549 - - - )
Secured lending tran-sac.t;ons, mi:ludmg for\\ard -

starvt‘ing Vresale and repurchase- agre.ements T 129,625 119,445 9,256 140 784

™ The Company views its net credit exposure for high grade commitments, after consideration of hedges, to be $3.0 billion.
® The Company views its net credit exposure for high yield commitments, after consideration of hedges, to be $2.6 billion.

GV S

For additional information see Note 11 to the Consolidated
Financial Statements.

Other Commitments and Guarantees In accordance with
Financial Accounting Standards Board (“FASB”) Interpretation
(“FIN”) No. 45, “Guarantor’s Accounting and Disclosure Requirements for
Guarantees Including Indirect \Guarantees of Indebtedness of Others” (“FIN
45”) the Company is required to recognize certain guarantee con-
tracts at the inception of such guarantee contract at fair value. The
Company has followed a long-standing policy of recording guaran-
tees, including derivative guarantees, at fair value and, accordingly, the
adoption of FIN 45 did not affect the Company’s financial position
or results of operations. In accordance with FIN 45, the Company
also is required to disclose certain guarantees, including derivative
contracts that require the Company to make payments to a counter-
party based on changes on an underlying instrument or index (e.g.,
security prices, interest rates, and currency rates). Derivatives that
meet the FIN 45 definition of a guarantee include credit default
swaps, written put options, written foreign exchange options and
written interest rate caps and floors. Under FIN 45, derivatives are
not considered guarantees if such contracts are cash settled and the
Company has no basis to determine whether it is probable the deriv-

ative counterparty held the related underlying instrument.
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Accordingly, if these conditions are met, the Company has not
included such derivative contracts in the table on page 55.

At November 30, 2003, the maximum payout value of derivative
contracts deemed to meet the FIN 43 definition of a guarantee was
approximately $322 billion. For purposes of determining maximum pay-
out, notional values were used; however, the Company believes the fair
value of these contracts is a more relevant measure of these obligations.
At November 30, 2003, the fair value of such derivative contracts
approximated $9 billion. The Company believes the notional amounts
greatly overstate the Company’s expected payout. For a discussion of the
valuation of derivative contracts, see “Critical Accountdng Policies and
Estimates— Derivitives” on page 62. In addition, all amounts included
above are before consideration of hedging transactions. These derivative
contracts are generally highly liquid and the Company has substantially
mitigated its risk on these contracts through hedges, such as other deriv-
ative contracts and/or cash instruments. The Company manages risk
associated with derivative guarantees consistent with the Company’s
global risk management policies. The Company records derivative con-
tracts, including those considered to be guarantees under FIN 45, at fair
value with related gains/losses recognized in Principal transactions rev-

enue. See “Risk Management—Market Risk™ and “Critical Accounting

Policies and Estimates—Fair Value” on page 59 and 61, respectively.



At November 30, 2003, the Company had liquidity commit-
ments of approximately $5.1 billion related to trust certificates
backed by investment grade municipal securities compared with $4.4
billion at November 30, 2002. The Company’s obligations under
such liquidity commitments generally are less than one year and are
further limited because the Company’s obligations cease if the under-
lying assets are downgraded below investment grade or default.

At November 30,2003 and 2002 the Company was contingently
liable for $913 million and $835 million, respectively, of letters
of credit, primarily used to provide collateral for securities and
commodities borrowed and to satisfy margin deposits at option and
commodity exchanges.

At November 30, 2003 and 2002 the Company had private
equity commitments of approximately $382 million and $672 mil-
lion, respectively. The Company’s private equity commitment of
$382 million at November 30, 2003 will be funded as required
through the end of the respective investment periods. In addition, the
Company was committed to invest up to $170 million in an energy-

related principal investment at November 30, 2003.

In the normal course of business, the Company provides guaran-~
tees to securities clearinghouses and exchanges. These guarantees are
generally required under the standard membership agreements, such
that members are required to guarantee the performance of other
members. To mitigate these performance risks, the exchanges and
clearinghouses often require members to post collateral. The
Company’s obligation under such guarantees could exceed the col-
lateral amounts posted; however, the potential for the Comipany to be
required to make payments under such guarantees is deemed remote.

In connection with certain asset sales and securitization transac-
tions, the Company often makes representations and warranties about
the assets conforming to specified guidelines. If it is later determined
the underlying assets fail to conform to the specified guidelines, the
Company may have an obligation to repurchase the assets or indem-
nify the purchaser against any losses. To mitigate these risks, to the
extent the assets being securitized may have been originated by third
parties, the Company seeks to obtain appropriate representations and
warranties from these third parties upon acquisition of such assets.

Other commitments and guarantees at November 30, 2003 are

as follows:

COMMITMENTS AND GUARANTEES

IN MILLIONS
NOVEMBER 30, 2003

Amount of Commitment Expiration Per Period

Derivative contracts

Municipal-securities-related liquidity commitments

Other commitments and guarantees associated with

other special purpose entities

Standby letters of credit T
Private equity and other principal

investment commitments

Contractual obligations at November 30, 2003 are as follows:

Notional/
Maximum Less than 1-3 4-5 After 5
Payout 1 Year Years Years
$321,550 $ 66,013 $76,639 $38,400 $140,498
5,130 3,186 42 94 1,808
2,510 750 346 603 811 i
913 906 7 - -
552 212 340 - -

IN MILLIONS
NOVEMBER 30, 2003

Amount of Obligation Expiration per Perlod

Operating lease obligations

Capital lease obligations

Less than 1-3 4-5 After 5

Total 1 Year Years Years Years

$ 2,166 $ 185 § 509 $ 312 § 1,160
2,661 - 161 134 2,366
43,529 7,644 18,787 8,810 8,288

Long-term debt maturities
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OFF-BALANCE SHEET ARRANGEMENTS

In the normal course of business, the Company enters into derivative
transactions both in a trading capacity and as an end-user.

As an end-user, the Company uses derivative products to adjust
the interest rate nature of 1ts funding sources from fixed to floating
interest rates and to change the index upon which floating interest
rates are based (e.g., Prime to LIBOR) (collectively, “End-User
Derivative Activities”). For additional information see Note 3 to the
Consolidated Financial Statements.

The Company uses derivative products in a trading capacity as a
dealer to satisfy the financial needs of clients and in each of its trad-
ing businesses (collectively, “Trading-Related Derivative Activities™).
In this capacity the Comipany transacts extensively in derivatives
including interest rate, credit (both single name and portfolio), foreign
exchange and equity derivatives. The Company’s use of derivative
products in its trading businesses is combined with transactions in cash
instruments to allow for the execution of various trading strategies.

The Company conducts its derivative activities through a number
of wholly-owned subsidiaries. The Company’s fixed income deriva-
tive products business is conducted through its subsidiary, Lehman
Brothers Special Financing Inc., and separately capitalized “AAA”
rated subsidiaries, Lehman Brothers Financial Products Inc. and
Lehman Brothers Derivative Products Inc. The Company’s equity
derivative product business is conducted through Lehman Brothers
Finance S.A. In addition, as a global invesunent bank, the Company
also is a market maker in a humber of foreign currencies and actively
trades in the global commodity markets. Counterparties to the
Company’s derivative product transactions are primarily financial
intermediaries (U.S. and foreign banks), securities firms, corporations,
governments and their agencies, finance companies, insurance compa-
nies, investment companies and pension funds. The Company man-
ages the risks associated with derivatives on an aggregate basis, along
with the risks associated with its non-derivative trading and market-
making activities in cash instruments, as part of its firmwide risk man-
agement policies. The Company uses industry standard derivative
contracts whenever appropriate.

See Notes 1 and 3 to the Consolidated Financial Statements for a
description of the Company’s accounting policies and further discus-
sion of the Company’s Trading-Related Derivative Activities.

Other Off-Balance Sheet Arrangements
Operating Companies FASB Interpretation No. 46, Consolidation of
Variable Interest Entities — an interpretation of ARB No. 51, (“FIN
46”), which was issued in January 2003, defines the criteria necessary
to be considered an operating company for which the consolidation
accounting guidance of SFAS 94, Consolidation of All Majority-Owned
Subsidiaries (“SFAS 94”), should be applied. SFAS 94 is a control-based
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model and requires consolidation for those entities in which the
Company has a controlling financial interest. The usual condition for
a controlling financial interest is ownership of a majority of the vot-
ing interest in an entity. FIN 46 prohibits an entity from being con-
sidered an operating company and applying the provisions of SFAS 94
if such entity does not have the characteristics of a controlling finan-
cial interest or does not have sufficient legal equity at risk for the
entity to finance its activities without additional subordinated finan-
cial support from other parties. Accordingly, the Company consoli-
dates operating companies in which it has a controlling financial
interest. Operating companies in which the Company holds a non-
controlling interest are accounted for under the equity method when
the Company is able to exercise significant influence over the business
activities of such entities. Significant influence is generally deemed to
exist when the Company owns 20% to 50% of the voting equity of a
corporation or when the Company holds at least 3% of a limited part-
nership interest. The cost method is applied when the ability to exer-
cise significant influence is not present.

Special Purpose Entities Special purpose entities (“SPEs”) are
corporations, trusts or partnerships that are established for a limited
purpose. SPEs by their nature generally do not provide equity owners
with significant voting powers because the SPE documents govern all
material decisions. The Company’s primary involvement with SPEs
relates to securitization transactions in which transferred assets,
including mortgages, loans, receivables and other assets, are sold to an
SPE and repackaged into securities (i.e., securitized). SPEs also may be
used by the Company to create securities with a unique risk profile
desired by investors and as a means of intermediating financial risk. [n
the normal course of business, the Company establishes SPEs, sells
assets to SPEs, underwrites, distributes, and makes a market in securi-
ties issued by SPEs, transacts derivatives with SPEs, owns securities or
residual interests in SPEs, and provides liquidity or other guarantees
for SPEs.

The Company accounts for the transfers of financial assets,
including transfers to SPEs, in accordance with SFAS 140. In accor-
dance with this guidance, the Company recognizes transfers of finan-
cial assets as sales provided control has been relinquished. Control is
deemed to be relinquished only when all of the following conditions
have been met: (i) the assets have been isolated from the transferor,
even in bankruptcy or other receivership (true sale opinions are
required); (ii) the transferee has the right to pledge or exchange the
assets received and (iii) the transferor has not maintained effective
control over the transferred assets {e.g., a unilateral ability to repur-
chase a unique or specific asset). Therefore, in accordance with this
guidance, the Company derecognizes financial assets transferred in
securitizations provided the Company has relinquished control over

such assets.




There are two types of SPE’s including qualifying special purpose
entities (“QSPEs”) or variable interest entities (“VIEs”). The major-
ity of the Company’s involvement with SPEs relates to securitization
transactions meeting the SFAS 140 definition of a QSPE.A QSPE can
generally be described as an entity with significantly limited powers
that are intended to limit it to passively holding financial assets and
distributing cash flows based on pre-set terms. Under SFAS 140 the
Company is not required to, and does not, consolidate QSPEs.
Rather, the Company accounts for its involvement with QSPEs under
a financial components approach in which the Company recognizes
only its retained involvement with the QSPE.The Company accounts
for such retained interests at fair value with changes in fair value
reported in earnings. FIN 46 does not alter the accounting for
involvement with QSPEs.

The Company is a market leader in mortgage (both residential
and commercial), municipal and other asset-backed securitizations
that are principally transacted through QSPEs. The Company securi-
tized approximately $173 billion of financial assets during 2003,
including $138 billion of residential mortgages, $10 billion of com-
mercial mortgages and $25 billion of other asset-backed financial
instruments. At November 30, 2003, the Company had approximately
$1.0 billion of non-investment grade retained interests from its secu-
ritization activities. Retained interests are recorded in Securities and
other inventory positions owned on the Consolidated Statement of
Financial Condition and primarily represent junior interests in com-
mercial and residential securitization transactions. The Company
records its trading assets, including retained interests, at fair value with
related gains or losses recognized in Principal transactions in the
Consolidated Statement of Income. For additional information see
Note 4 to the Consolidated Financial Statements.

Certain SPEs do not meet the QSPE criteria due to their per-
mitted activities not being sufficiently limited, or because the assets
are not deemed qualifying financial instruments (e.g., real estate).
Under FIN 46, the Company is required to consolidate a VIE if it is
deemed to be the primary beneficiary of such entity. A VIE is an
entity which lacks sufficient legal equity to absorb the enuty’s
expected losses (presumed to require minimum 10% equity), or for
which the equity holders do not have substantive voting rights or do
not participate substantively in the gains and losses of such entities.
The primary beneficiary is the party that has either a majority of the
expected losses or a majority of the expected residual returns of such
entity, as defined. FIN 46 is effective for the Company’s involvement
with VIEs created after January 31, 2003. With respect to the
Company’s involvement with SPEs established prior to February 1,
2003, the Company follows the accounting guidance provided by
EITF Topic D-14, Transactions involving Special-Purpose Entities, to

determine whether consolidation is required. Under this guidance,

the Company is not required to, and does not consolidate such SPE
if a third party investor made a substantive equity investment in the
SPE (minimum of 3%), was subject to first dollar risk of loss of such
SPE, and had a controlling financial interest. Examples of the
Company’s involvement with such VIEs include: collateralized debt
obligations (“CDOs™), synthetic credit transactions, and other struc-
tured financing transactions.

With respect to CDO transactions in which a diversified portfo-
lio of securities and/or loans is owned by a SPE and managed by an
independent asset manager, the Company’s role is principally limited
to acting as structuring and placement agent, warehouse provider,
underwriter and market maker in the related CDO securities. In a
typical CDO, at the direction of a third-party asset manager, the
Company will warehouse securities or loans on its balance sheet,
pending the transfer to the SPE once the permanent financing is
completed in the capital markets. During 2003, the Company acted as
warehouse provider and underwriter for approximately $601 million
of CDO transactions. At November 30, 2003, the Company did not
have any significant continuing involvement in the CDOs arranged
by the Company other than acting as market maker (i.e., holding
minority amounts of investment grade securities purchased in the sec-
ondary markets for short time periods) and, as such, the Company is
not required to consolidate these transactions. At November 30, 2003
the Company’s holdings of subordinated classes in such CDO trans-
actions was not material.

The Company is a dealer in credit default swaps and, as such,
makes a market in buying and selling credit protection on single
issuers as well as on portfolios of credit exposures. One of the mech-
anisms used by the Company to mitigate credit risk is synthetic credit
transactions entered into with SPEs. In these transactions, the
Company purchases credit protection in the form of a credit default
swap from the SPE on referenced obligations (single issuer ot portfo-
lio). The Company pays a premium to the SPE for this protection and
is secured by high quality collateral purchased by the SPE. Third-party
investors in these SPEs are subject to default risk associated with the
referenced obligations under the default swap as well as credit risk to
the assets held by the SPE. The Company’s maximum loss associated
with its involvement with such synthetic credit transactions is the fair
value of the Company’s credit defanlt swaps with such SPEs, which
approximated $229 million at November 30, 2003. While this amount
represents the maximum amount the Company could potentially lose
on such agreements the maximum loss is highly unlikely because the
value of the underlying collateral held by the SPEs was $6.6 billion
and was investment grade quality. Because the results of the
Company’s expected loss calculations demonstrate that the investors
in the SPEs bear a majority of the entity’s expected losses (because the

investors assume default risk associated with both the reference port-
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folio and the SPEs’ assets), the Company is not deemed to be the pri-
mary beneficiary of these transactions and as such does not consoli-
date such SPEs under FIN 46.

The Company also enters into certain structured financing transac-
tions with SPEs to facilitate customers’ investment and/or funding
needs. The Company’s involvement in these transactions is generally
limited to providing liquidity or other limited downside protection to
investors. In this regard, the Company provided liquidity protection to
SPEs of approximately $0.7 billion and $3.3 billion as of November 30,
2003 and 2002, respectively. The Company’s maximum loss associated
with such commitments is $0.7 billion at November 30, 2003, however
the Company believes its actual risk to be significantly less as these lig-
uidity commitments are generally over-collateralized with investment
grade collateral. The Company anticipates consolidating such entities in
the first quarter of 2004 upon adoption of FIN 46. In addition, the
Company also provides certain limited downside protection to investors
in SPEs. The Company’s maximum loss under such commitments was
approximately $1.8 billion and $1.6 billion at November 30, 2003 and
2002, respectively. As the investor in such SPE bears all upside potential
and significant downside variability, the Company is not deemed to be
the primary beneficiary of these entities and as such does not expect 1o
consolidate upon adoption of FIN 46 in the first quarter of 2004. The
Company believes its actual exposure to be significantly less than the
maximum exposure disclosed above, as the Company’s obligations are
collateralized by the SPEs’ assets and contain significant constraints
under which such downside protection will be available.

In December 2003, the FASB issued a revised interpretation of
FIN 46 that clarifies certain of the original interpretation’s provisions.
While the Company has not yet completed its analysis of FIN 46 as
revised, the Company does not anticipate that the adoption of the
interpretation will have a material impact on the Company’s financial

condition or its results of operations.

RISK MANAGEMENT

As a leading global investment banking company, risk is an inherent
part of the Company’s businesses. Global markets, by their nature, are
prone to uncertainty and subject participants to a variety of risks. The
Company has developed policies and procedures to identify, measure
and monitor each of the risks involved in its trading, brokerage and
investment banking activities on a global basis. The principal risks to
the Company are market, credit, liquidity, legal and operational risks.
Risk management is considered to be of paramount importance in
the Company'’s day-to-day operations. Consequently, the Company
devotes significant resources (including investments in personnel and
technology) across all of its worldwide trading operations to the meas-

urement, analysis and management of risk.
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The Company seeks to reduce risk through the diversification of
its businesses, counterparties and activities in geographic regions. The
Company accomplishes this objective by allocating the usage of capi-
tal to each of its businesses, establishing trading limits and setting credit
limits for individual counterparties, including regional concentrations.
The Company seeks to achieve adequate returns from each of its busi-
nesses commensurate with the risks they assume. Nonetheless, the
effectiveness of the Company’s policies and procedures for managing
risk exposure can never be completely or accurately predicted or fully
assured. For example, unexpectedly large or rapid movements or dis-
ruptions in one or more markets or other unforeseen developments
can have an adverse effect on the Company’s results of operations and
financial condition. The consequences of these developments can
include losses due to adverse changes in inventory values, decreases in
the hquidity of trading positions, higher voladlity in the Company’s
earnings, increases in the Company’s credit exposure to customers and
counterparties and increases in general systemic risk.

Overall risk management policy is established at the Office of the
Chairman level and begins with the Capital Markets Committee,
which consists of the Chief Executive Officer, other members of the
Company’s Executive Committee, the Global Head of Risk, the Chief
Economist and Strategist as well as various other business heads. The
Capital Markets Committee serves to frame the Company’s risk opin-
ion in the context of the global market environment. The Company’s
Risk Committee, which consists of the Chief Executive Officer, other
members of the Executive Committee and the Global Head of Risk,
meets weekly and reviews all risk exposures, position concentrations
and risk taking activities.

The Global Risk Management Group (the “Group”) is inde-
pendent of the trading areas and reports directly to the Office of the
Chairman. The Group includes credit risk management, market risk
management and operational risk management. Combining these dis-
ciplines facilitates the analysis of risk exposures, while leveraging per-
sonnel and information technology resources in a cost-efficient
manner. The Group maintains staff in each of the Company’s regional
trading centers and has daily contact with trading staff and senior
management at all levels within the Company. These discussions
include a review of trading positions and risk exposures.

Credit Risk
Credit risk represents the possibility a counterparty will be unable to
honor its contractual obligations to the Company. Credit risk manage-
ment is therefore an integral component of the Company’s overall risk
management framework. The Credit Risk Management Department
(“CRM Department™) has global responsibility for implementing the
Company’s overall credit risk management framework.

The CRM Department manages the credit exposure related to

trading activities by giving initial credit approval for counterparties,




establishing credit limits by counterparty, country and industry group, and
by requiring collateral in appropriate circumstances. In addition, the
CRM Department strives to ensure that master netting agreements are
obtained whenever possible. The CRM Department also considers the
duration of transactions in making its credit decisions, along with the
potential credit exposure for complex derivative transactions. The CRM
Department is responsible for the continuous monitoring and review of
counterparty credit exposure and creditworthiness and recommending
valuation adjustments, when appropriate. Credit limits are reviewed peri-
odically to ensure they remain appropriate in light of market events or
the counterparty’s financial condition. For additional information see
Note 3 to the Consolidated Financial Statements.

Market Risk
Market risk represents the potential change in value of a portfolio of
financial instruments due to changes in market rates, prices and volatili-
ties. Market risk management also is an essential component of the
Company’s overall risk management framework. The Market Risk
Management Department (“MRM Department”) has global responsibil-
ity for implementing the Company’s overall market risk management
framework. It is responsible for the preparation and dissemination of risk
reports, developing and implementing the firm-wide Risk Management
Guidelines, and evaluating adherence to these guidelines. These guidelines
provide a clear framework for risk management decision making. To that
end, the MRM Department identifies and quantifies risk exposures,
develops limits and reports and monitors these risks with respect to the
approved limits. The identification of material matket risks inherent in
positions includes, but is not limited to, interest rate, equity and foreign
exchange risk exposures. In addition to these risks, the MRM Department
also evaluates liquidity risks, credit and sovereign concentrations.

The MRM Department uses qualitative as well as quantitative infor-
mation in managing trading risk, believing a combination of the two
approaches results in a more robust and complete approach to the man-
agement of trading risk, Quantitative information is developed from a
variety of risk methodologies based on established statistical principles. To
ensure high standards of analysis, the MRM Department has retained sea-
soned risk managers with the requisite experience and academic and pro-
fessional credentials.

Market risk is present in cash products, derivauves and contingent
claim structures that exhibit linear as well as non-linear profit and loss sen-
sitivity. The Company’s exposure to market risk varies in accordance with
the volume of client-driven market-making transactions, the size of the
Company’s proprietary positions, and the volatility of financial instru-
ments traded. The Company seeks to mitigate, whenever possible, excess
market risk exposures through the use of futures and option contracts and
offsetting cash market instruments.

The Company participates globally in interest rate, equity and foreign

exchange markets. The Company’s Fixed Income division has a broadly

diversified market presence in U.S. and foreign government bond trading,
emerging market securities, corporate debt (investment and non-investment
grade), money market instruments, mortgages and mortgage- and asset-
backed securities, real estate, municipal bonds and interest rate derivatives.
The Company’s Equities division facilitates domestic and foreign trading in
equity instruments, indices and related derivatives. The Company’ foreign
exchange businesses are involved in trading currencies on a spot and for-
ward basis as well as through derivative products and contracts.

The Company incurs short-term interest rate risk in the course of
facilitating the orderly flow of customer transactions through the mainte-
nance of government and high grade corporate bond inventories. Market
making in high vield instruments exposes the Company to additional risk
due to potential variations in credit spreads. Trading in international mar-
kets exposes the Company to spread risk between the term structure of
interest rates in different countries. Mortgages and mortgage-related secu-
rides are subject to prepayment risk and changes in the level of interest
rates. Trading in derivatives and structured products exposes the Company
to changes in the level and volatility of interest rates. The Company
actively manages interest rate risk through the use of interest rate futures,
options, swaps, forwards and offsetting cash-market instruments, Inventory
holdings, concentrations and agings are monitored closely and used by
management to selectively hedge or liquidate undesirable exposures.

The Company is a significant intermediary in the global equity mar-
kets through its market making in U.S. and non-U.S. equity securities,
including common stock, convertible debt, exchange-traded and OTC
equity options, equity swaps and warrants. These activities expose the
Company to market risk as a result of price and volatility changes in its
equity inventory. Inventory holdings are also subject to market risk resule-
ing from concentrations and changes in liquidity conditions that may
adversely impact market valuation. Equity market risk is actively managed
through the use of index futures, exchange-traded and OTC options,
swaps and cash instruments.

The Company enters into foreign exchange transactions to facilitate
the purchase and sale of non-dollar instruments, including equity and
interest rate securities. The Company is exposed to foreign exchange risk
on its holdings of non-dollar assets and liabilities. The Company is active
in many foreign exchange markets and has exposure to the Euro, Japanese
yen, British pound, Swiss franc and Canadian dollar, as well as a variety of
developed and emerging market currencies. The Company hedges its risk
exposures primarily through the use of currency forwards, swaps, futures
and options.

If any of the strategies used to hedge or otherwise mitigate expo-
sures to the various types of risks described above are not effective, the
Company could incur losses. See Notes 1 and 3 to the Consolidated
Financial Statements for further information regarding the Company’s
use of derivative financial instruments to hedge interest rate, currency,

security and commodity price and other market risks.
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Operational Risk
Operational Risk is the risk ot loss resulting from inadequate or failed inter-
nal processes, people and systems, or from external events. Operational Risk
Management is responsible for implementing and maintaining the
Company’s overall global operational risk management framework, which
seeks to minimize these risks through assessing, reporting, monitoring and
tracking operational risks.

The Company recognizes that maintaining its reputation among cliens,
investors, regulators and the general public is one important aspect of mini-
mizing legal and operational risks. Maintaining the Company's reputation
depends on a large number of factors, including the selection of the
Company's clients and the conduct of its business activities. The Company
seeks to maintain its reputation by screening potential investment banking
clients and by conducting its business activities in accordance with high ethi-
cal standards.

Potential investment banking clients are screened through a muld-step
process that begins with the individual business units and product groups. In
screening clients, these groups undertake a comprehensive review of the client
and its background and the potential transaction to determine, among other
things, whether they pose any risks to the Company's reputation. Following
this initial review; potential clients and transactions are screened by the
Lehman Brothers Investment Banking Commitment Committee, which is
composed of senior members from various corporate and operating divisions
of the Company. The Commitment Committee reviews the nature of the
client and its business, the duediligence conducted by the business units and

product groups, and the proposed terms of the transaction, in order to deter-

mine overall acceptability of the proposed transaction. In doing so, the
Commitment Comumittee evaluates the appropriateness of the transaction for
the Company, including a consideration of ethical and social responsibility
issues and the potential effect of the transaction on the Company's reputation.

Value-At-Risk
For purposes of Securities and Exchange Commission (“SEC”") risk disclosure
requirements, the Company discloses an entity-wide value-at-risk for virtually
all of its trading activities. In general, the Company’s value-at-risk measures
potendal loss of trading revenues at a given confidence level over a specified
time horizon. Value-at-risk over a one-day holding period measured at a 95%
confidence level implies the potential loss of daily trading revenue will be at
least as large as the value-at-risk amount on one out of every 20 trading days.

The Company’s methodology estimates a reporting day value-at-risk
using actual daily trading revenues over the previous 250 trading days. This
estimate is measured as the loss, relative to the median daily trading revenue.
The Company also estimates an average of daily value-at-risk measures over
the reporting period.

Value-at-risk is one measurement of potential loss in trading revenues
that may result from adverse market movements over a specifted period of
time with a selected likeihood of occurrence. As with all measures of value-
at-risk, the Company’s estimate has substantial limitations due to its reliance
on historical performance, which is not necessarily a predictor of the future.
Consequently, this value-at-risk estimate is only one of a number of tools
the Company uses in its daily risk management activities. The following
table sets forth the daily value-at-risk for each component of market risk as

well as total value-at-risk.

VALUE-AT-RISK

IN MILLIONS November 30, 2003

$18.2

Interest rate risk
Equity price ris{k T 7.0
Foreign exchangeA risit 3.7
Diversification beneﬂnt {7.2)
Total | BT

Year Ended November 30, 2003

November 30, 2002 Average High Low

§15.8 $17.6 $19.9 $15.5

8.0 7.2 8.7 6.4

S22 2.9 3.7 2.2
5.2 (5.8)

$20.8 $20.5

$21.9 825.4

The average, high and low values-at-risk for the year ended November
30, 2002 were $21.0 million, $23.4 million and $17.5 million, respectively.
The increase in interest rate and foreign exchange risk at November 30, 2003
from November 30, 2002 reflects higher voladility in fixed income securities
and foreign exchange markets, while the decrease in equity risk is primarily
related to lower equity positions held for customer flow purposes.

Distribution of Daily Net Revenues
Substantially all of the Company’s inventory positions are marked-to-mar-
ket daily with changes recorded in net revenues. The following chart sets

forth the frequency distribudon for daily net revenues for the Company’s
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Capital Markets and Client Services segments (excluding asset manage-
ment fees) for the years ended November 30, 2003 and 2002,

As discussed throughout Management’s Discussion and Analysis, the
Company seeks to reduce risk through the diversification of its businesses
and a focus on customer flow activities. This diversification and focus, com-
bined with the Company’s risk management controls and processes, helps
mitigate the net revenue volatility inherent in the Company’s trading activ-
ities. Although historical performance is not necessarily indicative of future
performance, the Company believes its focus on business diversification
and customer flow activities should continue to reduce the volatility of

future net trading revenues.
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Average daily trading net revenues for 2003 and 2002
were approxtmately $27.1 million and $18.5 million, respectively.
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CRITICAL ACCOUNTING
POLICIES AND ESTIMATES

The following is a summary of the Company’s critical accounting poli-
cies and estimates. For a full description of these and other accounting
policies, see Note 1 to the Consolidated Financial Statements.
Use of Estimates
The Company’s financial statements are prepared in conformity with
generally accepted accounting principles, many of which require the
use of estimates and assumptions. Management believes the estimates
used in preparing its financial statements are reasonable and prudent.
Actual results could differ from these estimates particularly in light of
the industry in which the Company operates.
Fair Value

The determination of fair value is a critical accounting policy that is fun-
damental to the Company’s financial condition and results of operations.
The Company records its inventory positions including Securites and
other inventory positions owned and Securities and other inventory
positions sold but not yet purchased at market or fair value, with unre-
alized gains and losses reflected in Principal transactions in the
Consolidated Statement of Income. In all instances, the Company
believes it has established rigorous internal control processes to ensure
the Company uses reasonable and prudent measurements of fair value

on a consistent basis.

When evaluating the extent to which management estimates may
be required in preparing the Company’s financial statements, the
Company believes it is useful to analyze the balance sheet as shown in

the following table:

SUMMARY BALANCE SHEET

IN MILLIONS
NOVEMBER 30, 2003

ASSETS

Securities and other

) invé;;c;r.}’ positions owned - $137,040 44%
Secured financings 138,812 45%
Receivables and other assets 32,648  10%
Identifiable intangible aves and goodwill 3,561 1%

$312,061 100%

Total assets

LIABILITIES AND EQUITY

Securities and other

inventory positions sold

but not yet purchased $75,882 24%
Secured financings 135,836 42%
Payables and other accrued liabiliies 42,330 14%
Total capital 58013 19%

Total liabilities and equity | $312,061 100%

A significant majority of the Company’s assets and liabilities are
recorded at amounts for which significant management estimates are
not used. The following balance sheet categories, comprising 55% of
total assets and 76% of liabilities and equity are valued at either his-
torical cost or at contract value (including accrued interest) which,
by their nature, do not require the use of significant estimates:
Secured financings, Receivables and other assets, and Payables and
other accrued liabilities and Total capital. Securities and other inven-
tory positions owned and Securities, and other inventory positions
sold but not yet purchased (long and short inventory positions,
respectively), are recorded at market or fair value, the components of
which may require, to varying degrees, the use of estimates in deter-
mining fair value. Also, determining the initial estimated fair val-
ues of acquired identifiable intangible assets and goodwill requires
significant judgments and involves the use of significant estimates
and assumptions.

‘When evaluating the extent to which management estimates may
be used in determining the fair value for long and short inventory, the
Company believes it is useful to consider separately derivatives and

cash instruments.
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Derivatives
The fair values of derivative assets and liabilities at November 30,
2003 were $15,766 million and $11,440 million, respectively.
Included within these amounts were exchange-traded derivatives
assets and liabilities of $2,199 million and $1,621 million for which

fair value is determined based on quoted market prices. The fair

| values of the Company’s OTC derivative assets and liabilities at
' November 30, 2003 were $13.6 billion and $9.8 billion, respec-
i tively. OTC derivative assets represent the Company’s unrealized
1 gains, net of unrealized losses, for situations in which the Company
; has a master netting agreement. Similarly, liabilities represent net

I amounts owed to counterparties.

OTC DERIVATIVES

IN MILLIONS
NOVEMBER 30, 2003

ASSETS

Interest rate, currency and credit default swaps and options
Foreign exchange forward contracts and options

Other fixed income securities contracts

Equity contracts (including swaps, warrants and options)

Total

LIABILITIES
Interest rate, currency and credit default swaps and options
Foreign exchange forward contracts and options

Other fixed income securities contracts

Equity contracts (including swaps, warrants and options)

Total

Fair Value of OTC Derivative Contracts by Maturity

Less than Greater than
1 year 2-5 years  5-10 years 10 years Total
$ 491  $2,376  $2,638  $2,097  § 7,602
1,586 165 52 4 1,807
1,264 - - - 1,264
1806 918 167 2 2804
5,147 $3,460 52857 52,103 $13,567
38%  26%  21%  15%  100%
§2,006  § 384  $2,650  § 574  § 5614
1,355 113 13 1 1,982
750 - - - 750
e 7180 32 13 1473
| s5259 88 59,819
54% 100%

The majority of the Company’s OTC derivatives are transacted
in liquid trading markets for which fair value is determined using
pricing models with readily observable market inputs. Examples of
such derivatives include interest rate swap contracts, TBAs (classified
in the above table as Other fixed income securities contracts), foreign
exchange forward and optien contracts in G-7 currencies and equity
swap and option contracts on listed securities. However, the deter-
mination of fair value for certain less liquid derivatives requires the
use of significant estimates. Such derivatives include certain credit
derivatives, equity option contracts greater than five years, and cer-
tain other complex derivatives used by the Company in providing
clients with hedging alternatives to unique exposures. The Company
strives to limit the use of significant judgment by using consistent
pricing assumptions between reporting periods and using observed

market data for model inputs whenever possible. As the market for
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| complex products develops, the Company refines its pricing models
} based on market experience to use the most current indicators of
l fair value.
1 Cash Instruments
i The majority of the Company’s non-derivative long and short inven-
| tory (i.e., cash instruments) is recorded at market value based on listed
| market prices or using third-party broker quotes, and therefore does
not incorporate significant estimates. Examples of inventory valued in
i this manner include government securities, agency mortgage-backed
i securities, listed equities, money markets, municipal securities, corpo-
} rate bonds and listed futures. However, in certain instances the
{ Company may deem such quotations to be unrealizable (e.g., when
, the instruments are thinly traded or when the Company holds a sub-
4 stantial block of a particular security such that the listed price is not
|

deemed to be readily realizable). In such instances, the Company



determines fair value based on management’s best estimate giving
appropriate consideration to reported prices and the extent of public
trading in similar securities, the discount from the listed price associ-
ated with the cost at date of acquisition and the size of the position
held in relation to the liquidity in the market, among other factors.
When the size of the Company’s holding of a listed security is likely
to impair the Company’s ability to realize the quoted market price, the
Company records the position at a discount to the quoted price
reflecting the Company’s best estimate of fair value.

When quoted prices are not available, fair value is determined
based on pricing models or other valuation techniques, including the
use of implied pricing from similar instruments. Pricing models are
typically used to derive fair value based on the net present value of
estimated future cash flows including adjustments, when appropriate,
for liquidity, credit and/or other factors. For the vast majority of
instruments valued through pricing models, significant estimates are
not required because the market inputs to such models are readily
observable and liquid trading markets provide clear evidence to sup-
port the valuations derived from such pricing models. Examples of
inventory valued using pricing models or other valuation techniques
for which the use of management estimates are deemed necessary
include private equity investments, certain high yield positions, certain
mortgages, mortgage-backed and real estate inventory and non-
investment grade retained interests.

Private Equity and Other Principal Investments
The Company’s Private Equity business operates in five major asset
classes: Merchant Banking, Real Estate, Venture Capital, Fixed
Income-related and Third Party Funds. The Company has raised pri-
vately placed funds in all of these classes, for which the Company acts
as general partner and in which it has general and in some cases lim-
ited partner interests. In addition, the Company generally co-invests
directly in the investments made by the funds and may make other
non-fund-related direct investments. The Company carries its private
equity investments, including its general and limited partnership inter-
ests, at fair value. At November 30, 2003 and 2002, the Company’s
private equity related investments were $1,303 mullion and $965 mil~
lion, respectively. At November 30, 2003 the largest industry concen-
tration was 26% and the largest single-investment exposure was $106
million. In addition, the Company held approximately $80 million in
an energy-related principal investment at November 30, 2003.

The determination of fair value for these investments often
requires the use of estimates and assumptions because these invest-
ments are generally less liquid and often contain trading restrictions.
The Company estimates that approximately $113 million of these
investments have readily determinable fair values because they are
publicly-traded securities with no remaining trading restrictions. For

the remainder of these positions, fair value is based on the Company’s

assessment of the underlying investments incorporating valuations that
consider expected cash flows, earnings multiples and/or comparisons
to similar market transactions. Valuation adjustments, which may
involve the use of significant management estimates, are an integral
part of pricing these instruments, reflecting consideration of credit
quality, concentration risk, sale restrictions and other liquidity factors.
Additional information about the Company’s private equity and other
principal investment activities, including related commitments, can be
found in Note 11 to the Consolidated Financial Statements.
High Yield
The Company underwrites, invests and makes markets in high yield
corporate debt securities. The Company also syndicates, trades and
invests in loans to below investment grade-rated companies. For pur-
poses of this discussion, high yield debt instruments are defined as
securities of or loans to companies rated BB+ or lower, or equivalent
ratings by recognized credit rating agencies, as well as non-rated secu-
rities or loans that, in the opinion of management, are non-investment
grade. Non-investment grade securities generally involve greater risks
than investment grade securities due to the issuer’s creditworthiness
and the lower liquidity of the market for such securities. In addition,
these issuers generally have relatively higher levels of indebtedness
resulting in an increased sensitivity to adverse economic conditions.
The Company recognizes these risks and seeks to reduce market and
credit risk through the diversification of its products and counterpar-
ties. High yield debt instruments are carried at fair value, with unre-
alized gains or losses recognized in the Consolidated Statement of
Income. Such instruments at November 30, 2003 and November 30,
2002 included long positions with an aggregate market value of
approximately $4.0 billion and short positions with an aggregate mar-
ket value of approximately $0.3 billion and $1.1 billion, respectively.
At November 30, 2003, the largest industry concentration was 10%.
The majority of these positions are valued using broker quotes or
listed market prices. However, at November 30, 2003, approximately
$800 million of these positions were valued utilizing other valuation
techniques because there was litde or no trading activity. In such
instances, the Company uses prudent judgment in determining fair
value, which may involve using analyses of credit spreads associated
with pricing of similar instruments, or other valuation techniques. The
Company mitigates its aggregate and single-issuer net exposure
through the use of derivatives, non-recourse securitization financing
and other financial instruments.
Mortgages, Mortgage-backed and Real Estate Inventory

The Company is a market leader in mortgage-backed securities
trading and loan securitizations (both residential and commercial).
The Company’s mortgage related inventory includes loans held
prior to securitization, securities and real estate owned. In this activ-

ity, the Company generally purchases mortgage loans from loan
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originators or in the secondary market and aggregates pools
of loans for securitization: The Company also originates mortgage
loans. From time-to-time, the Company may utilize non-recourse
financings to fund these positions. The Company records mortgage
loans and direct real estate investments at fair value, with related
mark-to-market gains and [losses recognized in Principal transactions
revenue. Management estimates are generally required in determin-
ing the fair value of certain residential and commiercial mortgage
loans and direct real estate, as they are based upon analyses of both
cash flow projections and underlying property values. The Company
uses independent appraisals to support management’s assessment of
the property in determining fair value for these positions.
Approximately $13 billion of the Company’s total $39 billion of
mortgage, mortgage-backed and real estate inventory utilize the
above valuation methodologies. This includes commercial real estate
and commercial mortgage loan risk of $6.1 billion.
Non-Investment Grade Retained Interests
In addition, the Company held approximately $1.0 billion of non-
investment grade retained interests at November 30, 2003, down from
$1.1 billion at November 30, 2002. Because these interests primarily
represent the junior interests in commercial and residential mortgage
securitizations for which there are not active trading markets, esti-
mates generally are required in determining fair value. The Company
values these instruments using prudent estimates of expected cash
flows, and considers the valuation of similar transactions in the mar-
ket. (See Note 4 to the Consolidated Financial Statements for addi-
tional information on the impact of adverse changes in assumptions
on the fair value of these interests.)
Real Estate Charges

As a result of the Companyis decision to exit its downtown New York
area facilities after the events of September 11, 2001 and the
Company’s decision in 2002 to reconfigure certain of its global real
estate facilities, the Company recognized real estate charges in both
2003 and 2002. The recognition of these charges required significant
management estimates including the Company’s estimation of the
vacancy periods prior to subleasing, the anticipated rate of subleases,
and the amount of incentives (e.g., free rent periods) that may be

required to induce sub-lessees.
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Ildentifiable intangible Assets and Goodwill

The Company acquired Neuberger in October 2003 for a net pur-
chase price of approximately $2.8 billion, excluding net cash and
short-term investments acquired of approximately $276 million. The
cost was allocated to the underlying net assets based on preliminary
estimates of their estimated fair values. The excess of the purchase
price over the estimated fair values of the net assets acquired of
$2,254 million was recorded as goodwill. The judgments made in
determining the estimated fair values and expected useful lives
assigned to each class of assets and liabilities acquired can significandy
affect net income. Determining the fair values and useful lives of cer-
tain assets acquired and liabilities assumed—intangible assets in par-
ticular—requires significant judgment and involves the use of
significant estimates and assumptions. The Company is obtaining
third-party valuations of certain intangible assets preliminarily car-
ried at $951 million in the Consolidated Statement of Financial
Condition at November 30, 2003 and the allocation of the purchase
price therefore is subject to refinement.

The Company is required to assess for impairment of goodwill
and other intangible assets with indefinite lives at least annually
using fair value measurement techniques. If the estimated fair value
of a reporting unit (an operating segment or one organizational level
below an operating segment) exceeds its carrying value, goodwill of
the reporting unit is considered not to be impaired. If the carrying
value of a reporting unit exceeds its estimated fair value, the implied
fair value of the reporting unit’s goodwill is compared with the car-
rying amount of that goodwill. The implied fair value of goodwill is
determined in the same manner as the amount of goodwill recog-
nized in a business combination. If the carrying amount of the
goodwill exceeds the implied fair value of the goodwill, an impair-
ment loss is recognized equal to that excess. The impairment test for
other intangible assets with indefinite lives is performed by compar-
ing the estimated fair value of the intangible asset, with its carrying
value. If the carrying value of the intangible asset exceeds its esti-
mated fair value an impairment loss is recognized equal to that
excess. Periodically estimating the fair value of a reporting unit and
intangible assets with indefinite lives involves significant judgment
and often involves the use of significant estimates and assumptions.
These estimates and assumptions could have a significant effect on
whether or not an impairment charge is recognized and the magni-

tude of such charge.



NEW ACCOUNTING DEVELOPMENTS

During the first quarter of 2003, the Company adopted EITF Issue
No. 02-03, “Issues Involved in Accounting for Derivative Contracts Held for
Trading Purposes and Contracts Involved In Energy Trading and Risk
Management Activities” (“EITF 02-03"). EITF 02-03 clarified that
profit should not be recognized at the inception of a derivative con-
tract, if the contract does not have observable pricing. In such
instances, the transaction price is deemed to be the best indicator of
fair value and is required to be utilized. The effect upon adoption of
EITF 02-03 was not material to the Company’s financial condition or
results of operations.

In May 2003, the FASB issued SFAS No. 150, “Accounting for
Certain Financial Instruments with Characteristics of both Liabilities and
Equity.” The statement specifies how an issuer classifies and measures
certain financial instruments with characteristics of both liabilities and
equity. However, in November 2003 the FASB indefinitely deferred
the effective date of the statement’s provisions for certain preferred
securities subject to mandatory redemption. The remaining provisions
of this statement are generally effective for financial instruments
entered into after May 31, 2003. The Company was required to adopt
the statement for all pre-existing transactions as of the Company’s
fourth quarter of 2003. The effect of adopting SEAS No. 150 was not
material to the Company’s financial condition or results of operations.

In January 2003, the FASB issued FIN 46. This interpretation
provides new consolidation accounting guidance for entities involved
with VIEs. Under FIN 46 the Company is required to consolidate a
VIE when it is deemed to be the primary beneficiary of such entity.
The primary beneficiary is the party which has either a majority of
the expected losses or a majority of the expected residual returns of
the entity. FIN 46 is effective for all VIEs created after January 31,
2003. In December 2003, the FASB in an effort to clarify the appli-
cation of FIN 46 issued a revised interpretation and delayed the ini-
tial implementation date as it relates to entities established prior to
January 31, 2003. The Company is required to adopt the revised
interpretation as of February 28, 2004 as it relates to the Company’s
involvement with SPEs established prior to January 31, 2003. In addi-
tion, the Company is required to adopt as of May 31, 2004 the revised
interpretation to the extent it may apply to operating companies
established prior to January 31, 2003.

The Company has adopted the provisions of FIN 46 for those
entities established after January 31, 2003 and therefore the Company

has consolidated such VIEs for which the Company was deemed to
be the primary beneficiary. The impact of applying FIN 46 to such
transactions in 2003 was not material to the Company’s results of
operations or statement of financial condition. While the Company is
continuing its analysis of the revised interpretation, the Company
does not anticipate that the adoption of the revised interpretation in
2004 will have a material impact on the Company’ financial condi-
tion or its results of operations.

However, the Company does expect that the adoption of FIN 46
as revised will result in the de-consolidation of its trusts that issue pre-
ferred securities subject to mandatory redemption effective as of
February 28,2004.The de-consolidation will have the effect of reclas-
sifying such preferred securities subject to mandatory redemption out
of the mezzanine classification of the Companys Consolidated
Statement of Financial Conditon and into Long-Term Debt.
Likewise the Company will reclassify, on a prospective basis, the pre-
tax amount of dividends on trust preferred securities to Interest

expense in the Company’s results of operations.

EFFECTS OF INFLATION

Because the Company's assets are, to a large extent, liquid in nature,
they are not significanty affected by inflation. However, the rate of
inflation affects the Company’s expenses such as employee compen-
sation, office space leasing costs and communications charges, which
may not be readily recoverable in the prices of services offered by the
Company. To the extent inflation results in rising interest rates and
has other adverse effects on the securities markets, it may adversely
affect the Company’s financial position and results of operations in

certain businesses.
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REPORT OF INDEPENDENT AUDITORS

The Board of Directors and Stockholders of Lehman Brothers Holdings Inc.

We have audited the accompanying consolidated statement of financial condition of Lehman Brothers Holdings
Inc. and Subsidiaries (the “Company”) as of November 30, 2003 and 2002, and the related consolidated statements
of income, changes in stockholders’ equity and cash flows for each of the three years in the period ended November
30, 2003. These financial statements are the responsibility of the Company’s management. Our responsibility is
to express an opinion on these financial statements based on our audits.

We conducted our audits in accordance with auditing standards generally accepted in the United States. Those
standards require that we plan and perform the audit to obtain reasonable assurance about whether the financial
statements are free of material misstatement. An audit includes examining, on a test basis, evidence supporting the
amounts and disclosures in the financial statements. An audit also includes assessing the accounting principles used
and significant estimates made by management, as well as evaluating the overall financial statement presentation.
We believe that our audits provide a reasonable basis for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the consoli-
dated financial position of Lehman Brothers Holdings Inc. and Subsidiaries at November 30, 2003 and 2002, and
the consolidated results of its operations and its cash flows for each of the three years in the period ended

November 30, 2003, in conformity with accounting principles generally accepted in the United States.

St + MLLP

New York, New York
January 29, 2004
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CONSOLIDATED STATEMENT OF INCOME

IN MILLIONS, EXCEPT PER SHARE DATA
YEAR ENDED NOVEMBER 30

REVENUES

Prmcrpal transactions

lnvestment bankmg

Comm1551ons
Interest and dlvrdends
Other

Total revenues

Interest expense

Net revenues

NON INTEREST EXPENSES

Compensatlon and benefits

Technology and communications

Brokemge and clearance fees

Occupancy

Pro{essronal fees

Busmess development

Other real estate reconﬁguratron charge

September l1th related (recovenes)/expenses net

Regulatory settlement
Total non-interest expenses

Income before taxes and d1v1dends on trust preferred securities

Provmon for income taxes

Dividends on trust preferred securities

Net income
Net income applicable to common stock

Earnings per common share

Diluted

See Notes to Consolidated Financial Statements.

2003 2002 2001
$ 4,280 "_'3{{951 C§2779
N 1,747 1,771 2,000
1,210 1,286 1,091
I 9,942 11,728 16,470
108 4 52
17,287 ‘ 16,781 22,392
o 8640 10,626 15,656
8,647 6,135 6,736
o N 4,318 T, 1—35' 3,437
T 598 7 52 so1
T 367 329 308
319 287 198
o 158 T e ;2
o 149 T e 183
) ) 125 7
77 - 128 -
- gy 127
S - 80 -
) 6111 4,756 4,988
2,536 1,399 1,748
S 785 T a8 437
R 2 s 36
$1699 s 975 § 1,255
$ 1,649 8 906 $ 1,161
- §6.71 s 369 § 477
' § 347 § 438

$6.35
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CONSOLIDATED STATEMENT OF
FINANCIAL CONDITION
IN MILLIONS
NOVEMBER 30 2003 2002
ASSETS ) ) )
Cash and cash equwalents 7 T $ 17,922 N "$ 3,699
Cash and securmes segregatéd aﬁ;i on dei)c;sit f-o; régulator}; an-d‘ other purposc:s h 3,100 ) 2,803
Sccurmes and other i inventory positions owned e o o
(includes $35,679 in 2003 and $22,211 in 2002 pledged as collateral) 137,040 119,278
Collaterahzed agreements: R 7
Securities purchased under aAg;ee;n;;t‘s t;‘rersfevlik o ‘ o 87,416 o 9-;1,341
Sec(xrlfles borrowed - T 51,396 20,497 7
Recenables . T - ‘ -
Brokers dealers and clearmg OrgamzAatl.ons o - a o 4,875 3775
Customers T S 8,809 78,279
Others - » N 7 T 1,626 _ ) .1,91(.) V

Property, equlpment and leasehold unprovements

(net of accumulated deprecxat]on and amortization of $921 in ’)003

and $590 in 2002) - o 2,806 2075
Other assets S S o 3,510 3,466
Ide—n;;fla—bié ir;t;mglble assets and goodw1ll 7(net of ;ccum-ulateg T 7

amortization of $166 in 2003 and $155 in 20705)77 - . 3581 R 213‘

Total assets o 5312 061 $260,336

See Notes to Consolidated Financial Statements,
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NT OF

CONSOLIDATED STATEME
TION

FINANCIAL CONDI
(continued)

IN MILLIONS, EXCEPT PER SHARE DATA

NOVEMBER 30 2003 2002
LIABILITIES AND STOCKHOLDERS’ EQUITY -
Commeraal paper and short-term debt T $§ 2,331 o $ 2A,73A6“;‘ o
Securities and ot}:er 1n;e:‘r1tor_v-p‘os;t10ns sold>b‘Lrlvt ;ot ';rqe—t—;A)Llrchased T i 75,882 o g94,b—3-4 o
_Caia;e;;llzed ‘fmancmg, T T - R
Securities sold under agreements to repurchase 107,304 94725
CSecuridiesloaned 13,988 8137
Other secured borrowings 14,544 11,844
Payables: T o
Brél;rs dealers and clearmg orgam-z;);;s\’diw S R 3,067 Vﬁﬂ_],%; vvvv
" Customers T 27,668 17477
Accrued liabilities and other payables 9,266 6633
Long-term debt: h S ‘ S T
Senior notes o a T -—. 41,303 h 36,283 T
‘Siut;ordmated nldeb;;(;1;;5—-—>_ S e o 2,226 39-57 i
Total liabilities T 297 57'; o 250,684
Egmmtmems and contTngen‘cﬁles o - T -
Prcfcrrec;s;;u:t;ehs —s:xbject“t_o-.1111;1zia£;)‘1;‘rc:_ci_e;;1on T ) T L 1,310 - - 777107
STOCKHOLDERS' EQUITY. - ) S -
Eéfe—r'rved stock o S 1,045 S 700 o
Common stock, $0.10 par value: S N
éi'l;;smauthonzed 600 OOO OOO in 2063_31;d EO—Oé - S o

Shares issued: 294 573 283 in 2003 and 258, 791 416 in 2002

Sl;:;és outst:;m—ng-;6g—é;9A65€:;E6“3. and 231 131 043 in 2_002 _____________ o 29 7 __Ti
Ecl_l;;él';;di;n capltal - - 6,164 o M3‘,628
Accumulated other COI‘!lPI’thE;’ISl‘V;‘I‘T;(;ﬂlC (net oftax)—_ S - ) {16) - u(713)
Retamed earnings S T ‘ 7,129 T '75'655; o
Other stockholders eé;;t; ;1;{ T T e 1,031 o 549
Con‘Tmon_st;)c;;n treasury, at cost: 27.896 2';9 .s};a-r.e-s- ;1-;)03 anci“-m__- T . T

27,660,373 shares in 2002 T 2208 (1955)

Total stockholders’ equity H “ 15,174 B » 8,942
Total liabilities and stockholders’ equity ngﬂﬂlei a $260,336

See Notes to Consolidated Financial Statements.
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CONSOL DATED STATEMENT OF CHANGES
STOCKHOLDERS' EQUITY

IN MILLIONS

YEAR ENDED NOVEMBER 30 2003

PREFERRED STOCK 7__ _

5.94% Cumulatlve S;rles C - "7 o V—i _

Beginning and ending ba]a;lce - - A § 250

5.67% Cumulative, Series D B o

Begi-nning and endirrhlg‘ba-lancc o 200

7.115% Fixed/Adjustable Rate Cumulative, Series E:

Beginniﬁg and enair;g Eal;nce a o - N 7 250

6.50% Cumulative, Series F: )
Begin?ﬁng bal:;x{c'e‘. o ) 3 -
Shares issued o 345

Ending balance - 345

Redeemable Voting: 7

Beginning and end1né balar;che » R -

Total Preferred Stock, ending balance ) ) o 1,045

COMMON STOCK, PAR VALUE $0.10 PER SHARE -
Beginning balance—h o - "'Nﬁ‘ﬁ"r' o 25
Shares issued in con.necuon with NeubergeE acqul's;t;-o.n_" - o 3
Issued o ‘ ) 1
Ending balance ‘ ) 29

ADDITIONAL PAID- IN \CAPlTAL o 7 '
Beginning balance o T - 3,628
RSUs cxchanged };Ezc;mmon Stock T {36)
Employee stock-based awards - A » 107
Shares issued to RSU "[;rust - - (459)
Tax benef;x:s' _frc;;{t}:re(xﬂsst-mrrxce of stc;ck based av;aras S 543
Shares issued in connection with Neuberger acquisition » ' 2,371
Other, net o - ‘——---7 ) - 10

Ending balance N $6,164

See Notes to Consolidated Financial Statements.
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CONSOLIDATED STATEM
IN STOCKHOLDE

IN MILLIONS
YEAR ENDED NOVEMBER 30

ACCUMULATED OTHER COMPREHENSIVE INCOME

ENT OF
EQU

(continued)

_Beginning balance

Translation adjustment, net @
Ending balance
RETAINED EARNINGS

~ Beginning balance

Net i income

Dividends declared:

~ 5.00% Cumulative Convemble Votrng Serles A and B Preferred Stock

5.94% Cumulatrve Senes C Preferred Stock
_ 5.67% Cumulative, Series D Preferred Stock

7.115% Fixed/Adjustable Rate Cumulative, Serxes E Preferred Stock

__EEO%_ Curnulatrve, Scrrgg__F Pir"ef_erredAEI_o_ck
_ Redeemable Voting Preferred Stock

Common Stock
Ending balance
COMMON STOCK ISSUABLE

_Beginning balance

RSUs exchanged for Common Stock

Deferred stock awards granted

Other, net
Ending balance
COMMON STOCK HELD IN RSU TRUST

_ Beginning balance

_ Shares issued to RSU Trust o
~ RSUs exchanged for Common Stock
Other, net

Ending balance

DEFERRED STOCK COMPENSATION

_Beginning balance .
 Deferred stock awards granced

Amortization of deferred compensation, net

Qther, net
Ending balance
COMMON STOCK IN TREASURY, AT COST

_Beginning balance

_Treasury stock purchased

RSUs exchanged for Common Stock
Shares issued for preferred stock conversion

__Employee stock-based awards

Shares issued to RSU Trust
Ending balance
Total stockholders’ equity

® Net of income taxes of $(1) in 2003, $(1) in 2002 and $(1) in 2001.

See Notes to Consolidated Financial Statements.

CHANGES
ITY
2003 2002 2001
$ (13) s Ay 8 ®
) @ ) @
] (16) (13) (10)
5608 479 3713
1,699 975 1,255
- ——— Ty
sy a5 a5
(11) Lo an oo an
(18) (18 (18)
® - T
- e e
) (128) (96) (75)
1129 5,608 4,798
2822 293 252
(425) @63 @15)
91 ar em
O b (55) -
3,353 2,822 2,933
(154 @7 (64
(518)  @o7) (403
444 o8 s
(24) (17) -
. (8s2) (754) (827)
(1L,119)  (1,360)  (1,280)
(999) 07 (624)
65 50 s
a3 78 -
 ae10) (1,119) (1,360)
(1988) g3 (833)
(1,508) (15100  (1,676)
8 -5
- L - 44
20 219 689
~ 977 698 1,031
(2,208 (1,955) (1,362)
o 513 174 58942 § 8,459

|
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CONSOLIDATED STATEMENT OF CASH FLOWS

IN MILLIONS
YEAR ENDED NOVEMBER 30

CASH FLOWS FROM OFfERATING ACTIVITIES
Net income

Adjustments to reconcile net income to net cash provided
by operating activities:

Depreciation and amortization

Deferred tax provision (benefit)

Tax benefit from issuance of stock “based awards
Amortrzatlon of deferred stock ‘compensation '
September 11th (recoverres) expenses

Other real estate reconﬁgqrdfro'rr cﬁhargei
Regulatory settlement )
Other‘adjusvtmems;

Net change in:
Cash and securities éevregated and on deposit o
for regulatory and other purposes
Securities and other inventory positions owned

Securmes borrowed net of securities loaned

Other secured borrowmgs

Resale agreements, net of repurchase agreements

Recelvables from brokers dealers and clearing orgamzatlons

Receivables from customers

Securities and other mventor); posmons 5old but not vet purchased
Payables to brokers dealers and clearing organizations

Payables to customers

 Accrued habllmes and other payables

Other operating assets and liabilities, net
Net cash prowded by operating activities
CASH FLOWS FROM FlNANCING ACTIVITIES

Proceeds from issuance of senior notes

Principal payments of senior notes

Proceeds from issuance of subordinared mdebtedness

Principal payments of subordinated mdebtedness

Issuances of common stock

Issuance of preferred securities subject to mandatory redemptron

Issuance of preferred : stock, net of i issuance costs

Net payments for commercial paper and short term debt
Repurchases of preferred stock

Payments for treasury stock purchases o
Issuance of treasury stock T
Dividends paid

Net cash provided by (used in) financing activities
CASH FLOWS FROM INVESTING ACTIVITIES
Purchases of property, equipment and leasehold - 1mprovements net

Proceeds from the sale of 3 World Financial Ce'dte—r_-r_let
Business acquisitions, net of cash acquired -
Net cash used in mvestmg activities
Net change in czrsh and cash equivalents
Cash and cash equivalents, beginning of period
Cash and cash eciuivalents, end of period
SUPPLEMENTAL DISCLOSURE OF CASH FLOW INFORMATION (in millions):
Interest paid totaled‘ $8,654 in 2003, $10,686 in 2002 and $15,588 in 2001.

Income taxes paid totaled $717 in 2003, $436 in 2002 and $654 in 2001.

See Notes to Consolidated Financial Statements.
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2003

$1,699

315
(166)
543
625

77

{26)

(297)
(16,148)
(25,048)
2,700
19,504
(1,100)
(530)
6,848
1,280
10,189
1,736
346
2,547

13,193
(9,815)
190
(322)
57
800
345
(38)
(1,508)
260
(178)

amea

(451)

(657)
(1,108)

14,223
3,699

$ 7,922

2002

$ 975

258

(670)

347
570

(108)

80
92

1,708
(6,907)

T 4,060
(18,442)
- (320)
3,844
17 704
1,018)
3646
277
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NOTES TO CONSOLIDATED
FINANCIAL STATEMENTS

NOTE 1 SUMMARY OF SIGNIFICANT
ACCOUNTING POLICIES

Basls Of Presentation

he consolidated financial statements include the
accounts of Lehman Brothers Holdings Inc. (“Holdings”) and sub-
sidiaries (collectively, the “Company” or “Lehman Brothers”). Lehman
Brothers is one of therle';idi»rzlg global investment banks serving institu-
tional, corporate, government and high-net-worth individual clients and
customers. The Company’s worldwide headquarters in New York and
regional headquarters in London and Tokyo are complemented by offices
in additional locations in North America, Europe, the Middle East, Latin
America and the Asia Pacific region. The Company is engaged primari-
ly in providing financial services. The principal U.S. subsidiary of
Holdings is Lehman Brothers Inc. (“LBI”), a registered broker-dealer.
All material intercompany accounts and transactions have been elimi-
nated in consolidation.

The consolidated financial statements are prepared in conformity
with generally accepted accounting principles, which require manage-
ment to make estimates and assumptions that affect the amounts reported
in the financial statements and accompanying notes. Management
estimates are required in determining the valuation of trading inventory,
particularly Over-the-Counter (“OTC”) derivatives, certain high vield
positions, private equity and other principal investments and certain
mortgage, mortgage-backed and real estate positions. Additionally, man-
agement estimates are required in assessing the realizability of deferred
tax assets, the outcome of litigation, determining the allocation of good-
will and intangible assets acquired, and determining the components of
the September 11th related (recoveries)/expenses, net and the real estate
reconfiguration charges. Management believes the estimates used in
preparing its financial statements are reasonable and prudent. Actual
results could differ from these estimates.

Certain prior period amounts reflect reclassifications to conform

to the current year’s presentation.
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Consolidation Accounting Policies

Operating Companies Financial Accounting Standards Board (“FASB”)
Interpretation No. 46, “Consolidation of Variable Interest Entities—an inter-
pretation of ARB No. 51, (“FIN 46”), which was issued in January 2003,
defines the criteria necessary to be considered an operating company for
which the consolidation accounting guidance of Statement of Financial
Accounting Standards (“SFAS”) No. 94, “Consolidation of All Majority-
Ouwmned Subsidiaries,” (“SFAS 94”) should be applied. SFAS 94 is a control-
based model and requires consolidation for those entities in which the
Company has a controlling financial interest. The usual condition for a
controlling financial interest is ownership of a majority of the voting
interest in an entity. FIN 46 defined operating companies to include only
those entities that have sufficient legal equity to absorb the entities’
expected losses (presumed to require minimum 10% equity), and for
which the equity holders have substantive voting rights and participate
substantively in the gains and losses of such entities. Accordingly, the
Company consolidates operating companies in which it has a controlling
financial interest. Operating companies in which the Company holds a
non-controlling interest are accounted for under the equity method
when the Company is able to exercise significant influence over the
business activities of such entities. Significant influence is generally
deemed to exist when the Company owns 20% to 50% of the voting
equity of a corporation or when the Company holds at least 3% of a lim-
ited partnership interest. The ‘cost method is applied when the ability to
exercise significant influence is not present.

Special Purpose Entities Special purpose entities (“SPEs”) are
corporations, trusts or partnerships that are established for a limited pur-
pose. SPEs by their nature generally do not provide equity owners with
significant voting powers because the SPE documents govern all mate-
rial decisions. The Company’s primary involvement with SPEs relates to
securitization transactions in which transferred assets, including mort-
gages, loans, receivables and other assets, are sold to an SPE and repack-
aged into securities (i.e., securitized). SPEs also may be used by the
Company to create securities with a unique risk profile desired by
investors and as a means of intermediating financial risk. In the normal
course of business, the Company may establish SPEs, sell assets to SPEs,
underwrite, distribute, and make a market in securities issued by SPEs,
transact derivatives with SPEs, own securities or residual interests in
SPEs, and provide liquidity or other guarantees for SPEs.

The Company accounts for the transfers of financial assets, includ-
ing transfers to SPEs, in accordance with SFAS No. 140, “Accounting for
Tiansfers and Servicing of Finandal Assets and Extinguishments of Liabilities”
(“SFAS 1407). In accordance with this guidance, the Company recog-
nizes transfers of financial assets as sales provided control has been relin-
quished. Control is deemed Ito be relinquished only when all of the
following conditions have been met: (i) the assets have been isolated from

the transferor, even in bankruptcy or other receivership (true sale
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opinions are required); (if) the transferee has the right to pledge or
exchange the assets recetved and (iii) the transferor has not maintained
effective control over the transferred assets (e.g., a unilateral ability to
repurchase a unique or specific asset). Therefore, in accordance with this
guidance, the Company derecognizes financial assets transferred in securi-
tizations provided the Company has relinquished control over such assets.

There are two types of SPEs: qualifying special purpose entities
(“QSPEs”) and variable interest entities (“VIEs”). The majority of the
Company’s involvement with SPEs relates to securitization transactions
meeting the SFAS 140 definition of a QSPE. A QSPE can generally be
described as an entity with significandy limited powers that are intended
to limit it to passively holding financial assets and distributing cash flows
based on pre-set terms. Under SFAS 140, the Company is not required
to, and does not, consolidate QSPEs. Rather, the Company accounts for
its involvement with QSPEs under a financial components approach in
which the Company recognizes only its retained involvement with the
QSPE. The Company accounts for such retained interests at fair value
with changes in fair value reported in earnings. FIN 46 does not alter the
accounting for involvement with QSPEs.

The Company is a market leader in mortgage (both residential and
commercial), municipal and other asset-backed securitizations that are
principally transacted through QSPEs. The Company securitized
approximately $173 billion of financial assets during 2003, including
$138 billion of residential mortgages, $10 billion of commercial mort-
gages and $25 billion of municipal and other asset-backed financial
assets. At November 30, 2003, the Company had approximately $1.0
billion of non-investment grade retained interests from its securitization
activities. Retained interests are recorded in Securities and other inven-~
tory positions owned on the Consolidated Statement of Financial
Condition and primarily represent junior interests in commercial and
residential securitization transactions. The Company records its trading
assets, including retained interests at fair value with related gains or losses
recognized in Principal transactions in the Consolidated Statement of
Income. (For additional information see Note 4 to the Consolidated
Financial Statements.)

Certain SPEs do not meet the QSPE criteria due to their per-
mitted activities not being sufficiently limited, or because the assets are
not deemed qualifying financial instruments (e.g., real estate). FIN 46
defines entities that are not operating companies and that do not meet
the QSPE criteria as VIEs. Under FIN 46, the Company is required to
consolidate a VIE if it is deemed to be the primary beneficiary of such
entity. The primary beneficiary is the party that has either a majority
of the expected losses or a majority of the expected residual recurns
of such entity, as defined. FIN 46 is effective for the Company’s
involvement with VIEs created after January 31, 2003. With respect
to the Company’s involvement with SPEs established prior to

February 1, 2003, the Company follows the accounting guidance




provided by Emerging Issues Task Force ("EITF”) Topic D-14,
“Transactions involving Special-Purpose Entities,” to determine whether
consolidation is required. Under this guidance, the Company is not
required to, and does not, consolidate such SPE if a third party investor
made a substantive equity investment in the SPE (minimum of 3%),
was subject to first-dollar risk of loss of such SPE, and had a control-
ling financial interest.

Revenue Recognition Policies
Principal Transactions Securities and other inventory positions
owned and Securities and other inventory positions sold but not yet
purchased (both of which are recorded on a trade-date basis) are val-
ued at market or fair value, as appropriate, with unrealized gains and
losses reflected in Principal transactions in the Consolidated Statement
of Income. The Company follows the American Institute of Certified
Public Accountants (“AICPA”) Audit and Accounting Guide, “Brokers
and Dealers in Securities,” (the “Guide”) when determining market or
fair value for financial instruments. Market value is generally deter-
mined based on listed prices or broker quotes. In certain instances,
such price quotations may be deemed unreliable when the instruments
are thinly traded or when the Company holds a substantial block of a
particular security and the listed price is not deemed to be readily real-
izable. In accordance with the Guide, in these instances the Company
determines fair value based on management’s best estimate giving
appropriate consideration to reported prices and the extent of public
trading in similar securities, the discount from the listed price associ-
ated with the cost at the date of acquisition, and the size of the posi-
tion held in relation to the liquidity in the market, among other
factors. When the size of the Company’s holding of a listed security is
likely to impair the Company’s ability to realize the quoted market
price, the Company records the position at a discount to the quoted
price reflecting the Company’s best estimate of fair value. In such
instances, fair value is generally determined with reference to the dis-
count associated with the acquisition price of the security. When listed
prices or broker quotes are not available, fair value is determined based
on pricing models or other valuation techniques including the use of
implied pricing from similar instruments. Pricing models are typically
used to derive fair value based on the net present value of estimated
future cash flows including adjustments, when appropriate, for liquid-
ity, credic and/or other factors.

During the first quarter of 2003, the Company adopted EITF Issue
No. 02-03, “Issues Inwolved in Accounting for Derivative Contracts Held for
Trading Purposes and Contracts Involved In Energy Trading and Risk
Management Activities” (“EITF 02-03”). Under EITF 02-03, recognition
of a trading profit at inception of a derivative transaction is prohibited
unless the fair value of that derivative is obtained from a quoted market
price, supported by comparison to other observable market transactions,

or based on a valuation technique incorporating observable market data.
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The initial effect of adopting EITF 02-03 was not material to the
Company’s financial condition or results of operations.

Investment Banking Underwriting revenues fees and related
revenues for merger, acquisition advisory and related services are rec-
ognized when services for the transactions are determined to be com-
pleted. Underwriting expenses are deferred and recognized when the
related revenues are recognized.

Commissions Commissions primarily include fees from execut-
ing and clearing client transactions on stock, options and futures mar-
kets worldwide. These fees are recognized on a trade-date basis.

Investment Advisory Fees Investment advisory fees are recorded
as earned. Generally, high-net-worth and institutional clients are
charged or billed quarterly based on the account’s net asset value at the
beginning of a quarter. Investment advisory and administrative fees
earned from the Company’s mutual fund business (the “Funds”) are
charged monthly to the Funds based on average daily net assets under
management.

Interest Revenue/Expense The Company recognizes contrac-
tual interest on Securities and other inventory positions owned and
Securities and other inventory positions sold but not yet purchased on
an accrual basis as a component of Interest and dividends revenue and
Interest expense, respectively. Interest flows on derivative transactions
are included as part of the mark-to-market valuation of these contracts
in Principal transactions and are not recognized as a component of
interest revenue or expense. The Company accounts for its secured
financing activities and short- and long-term borrowings on an accrual
basis with related interest recorded as interest revenue or interest
expense, as applicable.

Securities and Other Inventory Positions
Securities and other inventory posiions owned and Securities and other
inventory positions sold but not yet purchased are valued at market or fair
value, as appropriate, with unrealized gains and losses reflected in
Principal transactions in the Consolidated Statement of Income. At
November 30, 2003 and 2002 all firm-owned securities pledged to
counterparties that have the right, by contract or custom, to sell or
repledge the securities are classified as Securities owned (pledged as col-
lateral) as required by SFAS 140.

Derivative Financial Instruments
Derivatives are financial instruments whose value is based on an under-
lying asset (e.g., Treasury bond), index (e.g., S&P 500) or reference rate
(e.g., LIBOR), such as fucures, forwards, swaps, option contracts, or other
financial instruments with similar characteristics. A derivative contract
generally represents a future commiument to exchange interest payment
streams or currencies based on the contract or notional amount or to
purchase or sell other financial instruments at specified terms on a spec-
ified date. OTC derivative products are privately-negotiated contractual

agreements that can be tailored to meet individual client needs and
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include forwards, swaps and certain options including caps, collars and
floors. Exchange-traded derivative products are standardized contracts
transacted through regulated exchanges and include futures and certain
option contracts listed on an exchange.

Derivatives are recorded at market or fair value in the
Consolidated Statement of [Financial Condition on a net-by-counter-
party basis when a legal right of set-off exists and are netted across
products when such provisions are stated in the master netting agree-
ment. Derivatives are often referred to as off-balance sheet instruments
because neither their notional amounts nor the underlying instruments
are reflected as assets or liabilities of the Company. Instead, the market
or fair values related to the derivative transactions are reported in the
Consolidated Statement of Financial Condition as assets or liabilities in
Derivatives and other contractual agreements, as applicable. Margin on
futures contracts is included in receivables and payables from/to bro-
kers, dealers and clearing organizations, as applicable. Changes in fair
values of derivatives are recorded as Principal transactions revenue.
Market or fair value is generally determined by either quoted market
prices (for exchange-traded futures and options) or pricing models (for
swaps, forwards and options). Pricing models use a series of market
inputs to determine the present value of future cash flows with adjust-
ments, as required, for credit risk and liquidity risk. Further valuation
adjustments may be recorded, as deemed appropriate, for new or com-
plex products or for positions with significant concentrations. These
adjustments are integral components of the mark-to-market process.
Credit-related valuation adjustments incorporate business and eco-
nomic conditions, historical experience, concentrations, estimates of
expected losses and the character, quality and performance of credit
sensitive financial instruments.

As an end user, the Company primarily uses derivatives to modify
the interest rate characteristics of its long-term debt and secured financ-
ing activities. The Company also uses equity derivatives to hedge its
exposure to equity price riskiembedded in certain of its debt obligations
and foreign exchange forwards to manage the currency exposure related
to its net investment in non-U.S. dollar functional currency operations
(collectively,“End-User Derivative Activities”). The accounting for End-
User Derivative Activities is dependent upon the nature of the hedging
relationship. In certain hedging relaconships both the derivative and the
hedged item are marked to market through earnings (“fair value
hedge”). In many instances, the hedge relationship is fully effective and
the mark-to-market on the derivative and the hedged item offset. In
other hedging relationships, the derivative is marked to market with the
offsetting gains or losses recotded in Accumulated other comprehensive
income, a component of Stockholders” Equity, until the related hedged
item 1s recognized in earnings (“cash flow hedge”). Certain derivatives
embedded in long-term debt are bifurcated from the debt and marked

to market through earnings.
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The Company principally uses fair value hedges to convert a sub-
stantial portion of the Company’s fixed-rate debt and certain long-term
secured financing activities to floating interest rates. Any hedge ineffec-
tiveness in these relationships is recorded in Interest expense in the
Consolidated Statement of Income. Gains or losses from revaluing for-
eign exchange contracts associated with hedging the Company’s net
investments in non-US. dollar functional currency operations are
reported within Accumulated other comprehensive income in
Stockholders’ Equity. Unrealized receivables/payables resulting from the
mark-to-market of end-user derivatives are included in Securities and
other inventory positions owned or sold but not yet purchased.

In April 2003, the FASB issued SFAS No. 149, “Amendment
of Statement 133 on Derivative Instruments and Hedging Activities.” The
statement amended and clarified the financial accounting and report-
ing for derivative instruments and for hedging activities under SFAS
No. 133, “Accounting for Derivative Instruments and Hedging Activities,”
{“SFAS 133”). The adoption of the statement did not have a material
effect on the Company’ financial condition or its results of operations.

Secured Financing Activities

Repurchase and Resale Agreements Securities purchased under agree-
ments to resell and Securities sold under agreements to repurchase,
which are treated as financing transactions for financial reporting pur-
poses, are collateralized primarily by government and government
agency securities and are carried net by counterparty, when permitted,
at the amounts at which the securities will be subsequently resold or
repurchased plus accrued interest. It is the Company’s policy to take
possession of securities purchased under agreements to resell. The
Company monitors the market value of the underlying positions on a
daily basis compared with the related receivable or payable balances,
including accrued interest. The Company requires counterparties to
deposit additional collateral or return collateral pledged, as necessary, to
ensure the market value of the underlying collateral remains sufficient.
Securities and other inventory positions owned that are financed under
repurchase agreements are carried at market value with changes in mar-
ket value recorded in the Consolidated Statement of Income.

The Company uses interest rate swaps as an end user to modify
the interest rate exposure associated with certain fixed-rate resale and
repurchase agreements. The Company adjusts the carrying value of
these secured financing transactions that have been designated as the
hedged item.

Secutities Borrowed and Loaned Securities bortowed and securi-
ties loaned are carried at the amount of cash collateral advanced or
received plus accrued interest. It is the Company’s policy to value the
securities borrowed and loaned on a daily basis and to obtain additional
cash as necessary to ensure such transactions are adequately collateralized.

Other Secured Borrowings Other secured borrowings are

recorded at contractual amounts plus accrued interest.



Private Equity Investments

The Company carries its private equity investments, including its part- |
nership interests, at fair value based on the Company’s assessment of
each underlying investment.

Long-Lived Assets
Property, equipment and leasehold improvements are recorded at histor-
ical cost, net of accumulated depreciation and amortization. Depreciation
is recognized using the straight-line method over the estimated useful
lives of the assets. Buildings are depreciated up to a maximum of 40 years.
Leasehold improvements are amortized over the lesser of their useful lives
or the terms of the underlying leases, ranging up to 30 years. Equipment,
furniture and fixtures are depreciated over periods of up to 15 years.
Internal use software that qualifies for capitalization under AICPA ;
Statement of Position 98-1, “Acwounting for the Costs of Computer Software ;
Developed or Obtained for Internal Use,” is capitalized and subsequently ‘
amortized over the estimated useful life of the software, generally three 1
years, with 2 maximum of seven years. The Company reviews long-lived ‘
assets for impairment whenever events or changes in circumstances indi-
cate the carrying amount of the assets may not be recoverable. If the
expected future undiscounted cash flows are less than the carrying
amount of the asset, an impairment loss would be recognized to the
extent the carrying value of such asset exceeded its fair value.
Identifiable Intangible Assets and Goodwill

On December 1, 2001, the Company adopted SFAS No. 141, “Business
Combinations,” (“SFAS 141”) and SFAS No. 142, “Goedwill and Other
Intangible Assets” (“SFAS 142”). SFAS 141 requires all business combi-

nations initiated after June 30, 2001 to be accounted for using the pur-

chase method. Under SFAS 142, intangible assets with indefinite lives

and goodwill are not permitted to be amortized. Instead, these assets are

evaluated at least annually for impairment. Prior to December 1, 2001

the Company amortized goodwill using the straight-line method over
periods not exceeding 35 years. Goodwill is reduced upon the recogni-
tion of certain acquired net operating loss carryforward benefits.
Equity-Based Compensation

SFAS No. 123, “Accounting for Stock-Based Compensation,” (“SFAS 123"}
established financial accounting and reporting standards for equity-based
employee and non-employee compensation. SFAS 123 permits compa-
nies to account for equity-based employee compensadon using the
intrinsic-value method prescribed by Accounting Principles Board
(“APB”) Opinion No. 25, “Acounting for Stock Isued to Employees,”
(“APB 25”), or using the fair-value method prescribed by SFAS 123.
Through November 30, 2003 the Company followed APB 25 and its
related interpretations to account for equity-based employee compensa-
tion. Accordingly, no compensation expense was recognized for stock
option awards because the exercise price equaled or exceeded the mar-
ket value of the Companys common stock on the grant date.
Compensation expense was recognized for restricted stock units with
future service requirements over the relevant service periods.

Beginning in 2004, the Company will adopt the fair-value method
of accounting for equity-based employee awards using the prospective
transition method permitted by SFAS No. 148, “Awounting for Stock-Based
Compensation— Transition and Disclosure” (“SFAS 148”). Under this method
of transition, compensation expense will be recognized based on the fair
value of stock options and restricted stock units granted for 2004 and future
years over the related service period. Stock options granted for the years
ended November 30, 2003 and before will continue to be accounted for
under APB 25.The following table illustrates the effect on net income and
earnings per share for the years ended November 30, 2003, 2002 and 2001
if the fair-value-based method prescribed by SFAS 123 had been applied

to all outstanding and unvested awards:

EQUITY BASED COMPENSATION-

PRO FORMA NET INCOME AND EARNINGS PER SHARE

IN MILLIONS EXCEPT PER SHARE DATA
YEAR ENDED NOVEMBER 30

Net income, as reported

Add: stock-based employee compensation expense

included in reported net income, net of related tax effect
Deduct: stock-based employee compensation expense

determined under the fair-value-based method

for all awards, net of related tax effect

Pro forma net income

Earnings per share:
Basic, as rcported
Basic, pro forma
Diluted, as reported

Diluted, pro forma

2003 2002 2001

o ©$1,699 s 975 81235

o 32 30 303

(534 @713 (79)

$1,527 § 830 $1,183

 sert 5369 5477

] ) $ 6.01 $ 310 § 4.48
5835 $ 3.47 $438

$ 5.77 $ 2.95 § 4.20
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The Company used the Black-Scholes option-pricing model to
quantify the pro forma effects on net income and earnings per common
share of the fair value of the stock options granted and outstanding dur-
ing 2003, 2002 and 2001. Based on the results of the model, the weighted-
average fair values of the stock options granted were $22.02, $19.07 and
$13.54 for 2003, 2002 and 2001, respectively. The weighted-average
assumptions used for 2003,2002 and 2001 included risk-free interest rates
of 3.10%, 3.26% and 4.16%, expected lives of 4.6 years, 5.3 years and 4.5
years, and expected voladlities of 35%, 35% and 30%, respectively. In addi-
tion, annual dividends per share of $0.48, $0.36 and $0.28 were used for
the 2003, 2002 and 2001 options, respectively. The pro forma amounts
reflect the effects of the Company’s stock option grants and the 15% pur-
chase discount from market value offered to the Company’s employees
who participate in the Employee Stock Purchase Plan. Had the Company
elected to expense its stock options in 2003 under the prospective alter-
native of SFAS 148, net income and earnings per share would have
decreased by $40 million and $0.15 per share, respectively. The Company’s
stock-based employee compensation plans are described more fully in
Note 15 to the Consolidated Financial Statements.

Earnings per Common Share
The Company computes earnings per common share (“EPS”) in accor-
dance with SFAS No. 128, “Earuings per Share.” Basic EPS is computed by
dividing income available to common stockholders by the weighted-aver-
age number of common shares outstanding for the period. Diluted EPS
reflects the assumed conversion of all dilutive securities. For additional infor-

mation see Notes 14 and 16 to the Consolidated Financial Statements.

NOTE 2 SECURITIES AND OTHER

[
i
|
|
!
|
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Income Taxes
The Company accounts for income taxes in accordance with SFAS No.
109, “Accounting for Income Taxes,” (“SFAS 109”). The Company recog-
nizes the current and deferred tax consequences of all transactions that
have been recognized in the financial statements using the provisions of
the enacted tax laws. Deferred tax assets are recognized for temporary
differences that will result in deductible amounts in future vears and for
tax loss carry-forwards. The Company records a valuation allowance to
reduce deferred tax assets to an amount that more likely than not will
be realized. Deferred tax liabilities are recognized for temporary differ-
ences that will resule in taxable income in future years.

Statement of Cash Flows
The Company defines cash equivalents as highly liquid investments
with original maturities of three months or less, other than those held
for sale in the ordinary course of business.

Translation of Foreign Currencies
Assets and liabilities of foreign subsidiaries having non-U.S. dollar func-
tional currencies are translated at exchange rates at the Consolidated
Statement of Financial Condition date. Revenues and expenses are
translated at average exchange rates during the period. The gains or
losses resulting from translating foreign currency financial statements
into U.S. dollars, net of hedging gains or losses and taxes, are included
in Accumulated other comprehensive income, a component of
Stockholders’ equity. Gains or losses resulting from foreign currency

transactions are included in the Consolidated Statement of Income.

INVENTORY POSITIONS

Securities and other inventory positions owned and Securities and other inventory positions sold but not yet purchased are recorded at fair

value and were comprised of the following:

SECURITIES AND OTHER INVENTORY POSITIONS

IN MILLIONS
NOVEMBER 30

Securities and other inventory positions owned:

Mortgages, mortgage-backed and real estate inventory positions
Government and agencies

Derivatives and other contractual agreements

Corporate debt and other

Corporate equities

Certificates of deposit and other money market instruments

Securities and other inventory positions sold but not yet purchased:

Government and agencies

Derivatives and other contractual agreements
Corporate debt and other

Corporate equities
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2003 2002
i $ 38,957 s 34431
35,072 28,543
T T 15,766 13,862
- - ) 20,069 T 715,620
22,889 21,252
4,287 T 5570
1 $137,040  $119,278
$ 47,556 "'$ 40,852
TooTTm T 11,440 ~ TTi0.1%26 0
5,951 8,927
10,935 779,129
§ 75,882 $ 69,034




NOTE 3 DERIVATIVE FINANCIAL INSTRUMENTS

In the normal course of business, the Company enters into derivative
transactions both in a trading capacity and as an end-user. The
Company’s derivative activities (both trading and end-user) are
recorded at fair value in the Consolidated Statement of Financial
Condition. Acting in a trading capacity, the Company enters into
derivative transactions to satisfy the needs of its clients and to manage
its own exposure to market and credit risks resulting from its trading
activities (collectively, “Trading-Related Derivative Activities”). As an
end-user, the Company primarily enters into interest rate swap and
option contracts to adjust the interest rate nature of its funding sources
from fixed to floating rates and to change the index upon which float-
ing interest rates are based (e.g., Prime to LIBOR).

Derivatives are subject to various risks similar to other financial
instruments, including market, credit and operational risk. In addition,
the Company may be exposed to legal risks related to its derivative
activities, including the possibility a transaction may be unenforceable
under applicable law. The risks of derivatives should not be viewed in
isolation, but rather should be considered on an aggregate basis along
with the Company’s other trading-related activities. The Company
manages the risks associated with derivatives on an aggregate basis
along with the risks associated with its proprietary trading and mar-
ket-making activities in cash instruments, as part of its firmwide risk
management policies.

The Company records its Trading-Related Derivative Activities

at fair value with realized and unrealized gains and losses recognized

in Principal transactions in the Consolidated Statement of Income.
Unrealized gains and losses on derivative contracts are recorded on a
net basis in the Consolidated Statement of Financial Condition for
those transactions with counterparties executed under a legally
enforceable master netting agreement and are netted across products
when such provisions are stated in the master netting agreement. The
Company offers equity, fixed income and foreign exchange products
to its customers. Because of the integrated nature of the market for
such products, each product area trades cash instruments as well as
derivative products.

The following table presents the fair value of the Company’s
derivatives at November 30, 2003 and 2002. Assets included in the
table represent unrealized gains, net of unrealized losses for situations
in which the Company has a master netting agreement. Similarly, lia-
bilities represent net amounts owed to counterparties. The fair value
of assets/labilities related to derivative contracts at November 30,
2003 and 2002 represents the Company’s net receivable/payable for
derivative financial instruments before consideration of collateral.
Included within the $15,766 million fair value of assets at November
30, 2003 was $13,567 million related to swaps and other OTC con-
tracts and $2,199 million related to exchange-traded option and war-
rant contracts. Included within the $13,862 million fair value of assets
at November 30, 2002 was $12,846 million related to swaps and other
OTC contracts and $1,016 million related to exchange-traded option

and warrant contracts.

FAIR VALUE OF DERIVATIVES AND OTHER CONTRACTUAL AGREEMENTS

IN MILLIONS

(including caps, collars and floors)
Foreign exchange forward contracts and options

Other fixed income securities contracts

(including futures contracts, options and TBAs)

Equity contracts (including equity swaps, warrants and options)

Fair Value !

Fair Value v
November 30, 2003 November 30, 2002
Assets Liabillties Assets Liabilities
" $ 7,602  § 58614  $ 9046 $ 7,087
1,807 1,982 814 1,157
- 1,264 750 602 215
5,093 3,004 3400 1,667
,766  $11,440 $13,862 $10,126

$15,766

W Amounts represent carrying value {exclusive of collateral) and do not include receivables or payables related to exchange-traded

futures contracts.
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The primary difference in risks between OTC and exchange-
traded contracts is credit risk. OT'C contracts contain credit risk for
unrealized gains, net of collateral, from various counterparties for the
duration of the contract. With respect to OTC contracts, including
swaps, the Company views its net credit exposure to third partes to be
$9,457 million and $8,223 million at November 30, 2003 and 2002,

respectively, representing the fair value of the Company’s OTC con-
tracts in an unrealized gain position, after consideration of collateral.
Presented below is an analysis of the Company’s net credit expo-
sure at November 30, 2003 for OTC contracts based on actual ratings
made by external rating agencies or by equivalent ratings established

and used by the Company’s Credit Risk Management Department.

NET CREDIT EXPOSURE

Counterparty S&P/Moody's

Risk Rating Equivalent
1 AAA/Aaa
2 - AA-/Aa3 or higher ‘
3 A-/A3 or higher
4 BBB-/Baa3 or higher
5 BB-/Ba3 or higher
6 B+/B1 or lower

Total ‘

Counterparties to the Company’s OTC derivative products are
primarily financial intermediaries (U.S. and foreign banks), securities
firms, corporations, governments and their agencies, finance compa-
nies, Insurance companies, investment companies and pension funds.
Collateral held related to OTC contracts generally includes cash and
U.S. government and federal agency securities.

The Company is also subject to credit risk related to its
exchange-traded derivative contracts. Exchange~traded contracts,
including futures and certain options, are transacted directly on
exchanges. To protect against the potential for a default, all exchange
clearinghouses impose net capital requirements for their membership.
Additionally, exchange clearinghouses require counterparties to
futures contracts to post margin upon the origination of the contracts
and for any changes in the market value of the contracts on a daily
basis (certain foreign exchanges provide for settlement within three
days). Therefore, the potential for credit losses from exchange-traded
products is limited.

End-User Derivative Activities
The Company uses a variety of derivative products for non-trading
purposes as an end user to modify the interest rate characteristics of its
long-term debt portfolio and certain secured financing activities. In this
regard, the Company primarily enters into fair value hedges using
interest rate swaps to convert a substantial portion of its fixed rate long-
term debt and certain term fixed-rate secured financing activities to

floating interest rates. The ineffective portion of the fair value hedges
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Less Greater

than 1-5 5-10 than Total Total

1 Year Years Years 10 Years 2003 2002
6% 3% 3% 3% 15% 15%

12% 5% 6% 7% 30% 30%

11% 9% 5% 9% 34% 33%
5% 5% 2% 6% 18% 17%
1% - 1% . - 2% 4%
1% » - - - 1% 1%

36% 22% 17% 25% 100%

100%

was included in Interest expense in the Consolidated Statement of
Income and was not material to the Company’s results for the years
ended November 30, 2003, 2002 and 2001, At November 30, 2003 and
2002, the notional amounts of the Company’s End-User Derivative
Activities related to its long-term debt obligations were approximately
$57.6 billion and $49.1 billion, respectively. (For additional informa-
tion about Company’s long-term-debt-related End-User Derivative
Activities see Note 9 to the Consolidated Financial Statements.)

The Company also uses derivative products as an end-user to
modify its interest rate exposure associated with its secured financing
activities, including Securities purchased under agreements to resell,
Securities borrowed, Securities sold under agreements to repurchase,
Securities loaned and Other secured borrowings. As with the
Company’s long-term debt, its secured financing activities expose the
Company to interest rate risk. The Company, as an end-user, manages
the interest rate risk related to these activities by using derivative finan-
cial instruments, including interest rate swaps and purchased options.
The Company designates certain specific derivative transactions as
hedges of specific assets and Labilities with matching maturities. At
November 30, 2003 and 2002, the Company, as an end-user, used
derivative financial instruments with an aggregate notional amount of
$8.1 billion and $6.9 billion, respectively, to modify the interest rate
characteristics of its secured financing activities. The total notional
amount of these agreements had a weighted-average maturity of 4.5

years and 5.3 years at November 30, 2003 and 2002, respectively.




NOTE 4 SECURITIZATIONS AND '
OTHER OFF-BALANCE SHEET ARRANGEMENTS

The Company is a market leader in mortgage- and asset-backed
securitizations and other structured financing arrangements. In con-
nection with these activities, the Company uses SPEs principally for
(but not limited to) the securitization of commercial and residential
mortgages, home equity loans, government and corporate bonds, and
lease and trade receivables. The majority of the Company’s involve-~
ment with SPEs relates to securitization transactions meeting the
SFAS 140 definition of a QSPE. Based on the guidance in SFAS 140,
the Company does not consolidate such QSPEs. The Company dere-
cognizes financial assets transferred in securitizations, provided it has
relinquished control over such assets. The Company may retain an
interest in the financial assets it securitizes (“‘retained interests”),
which may include assets in the form of residual interests in the
SPEs established to facilitate the securitization. Any retained
interests are included in Securities and other inventory positions
owned (principally Mortgages and mortgage-backed) in the
Consolidated Statement of Financial Condition. For further infor-
mation regarding the accounting for securitization transactions,
refer to Note 1, Summary of Significant Accounting Policies—
Consoclidation Accounting Policies. During 2003, 2002 and 2001, the
Company securitized approximately $173 billion, $155 billion and
$110 billion of financial assets, including $138 billion, $108 billion

and $50 billion of residential mortgages, $10 billion, $15 billion and
$11 billion of commercial mortgages and $25 billion, $32 billion and
$49 billion of municipal and other asset-backed financial instru-
ments, respectively.

At November 30, 2003 and 2002, the Company had approxi-
mately $1.0 billion and $1.1 billion, respectively, of non-investment
grade retained interests from its securitization activities (principally
junior security interests in securitizations) including $0.2 billion and
$0.5 billion of commercial mortgages, $0.6 billion and $0.4 billion of
residential mortgages, and $0.2 billion and $0.2 billion of other asset~
backed financial instruments, respectively. The Company records its
trading assets at fair value, including those assets held prior to secu-
ritization, as well as any retained interests post-securitization. Mark-
to-market gains or losses are recorded in Principal transactions in the
Consolidated Statement of Income. Fair value is determined based
on listed market prices, if available. When market prices are not avail-
able, fair value is determined based on valuation pricing models that
take into account relevant factors such as discount, credit and pre-
payment assumptions, and also considers comparisons to similar mar-
ket transactions.

The tables below outline the key economic assumptions used in

measuring the fair value of retained interests:

Residential Commercial Other
NOVEMBER 30, 2003 Mortgages Mortgages Asset-Backed
Weighted-average life 4 years 1 year 7 years
Annual prepayment rate 5 -90 CPR 0 - 15 CPR 0 -12CPR
Credit loss assumption 0.5 -7% 2-27% 3-12%
Weighted-average discount rate 21% 17% 3%
Residential Commercial Other
NOVEMBER 30, 2002 Mortgages Mortgages Asset-Backed
Weighted-average life 3 years 1 year S years
Annual prepayment rate 4 - 65 CPR 0-~15 CPR 8 - 15 CPR
Credit loss assumption 0.5-6% 2-17% 3-10%
Weighted-average discount rate 17% 20% 5%
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The table below outlines the sensitivity of the fair value of the retained interests to immediate 10% and 20% adverse changes in the

preceding assumptions:

November 30, 2003

November 30, 2002

Residential
IN MILLIONS Mortgages
Prepayment speed:
hIxrr;pacrt of 10% a(i\’erse Vchange $ 2
7I_;np-act éf 20% a&verse change $5
Ii\ssy‘,lme‘d‘c;e'dit’loss-;:s: .
© Impact of 10% adverse change $21
. ‘Ir‘-nl:;act c;f 20% ad.verse change $40
Discount rate: -
» A.I;p;;c't of 10% adverse ch-ange o $25
' I;npact of 20% a‘d”verse chanée - $49

The sensitivity analysis in the preceding table is hypothetical and
should be used with caution because the above stresses are performed
without considering the éffect of hedges, which serve to reduce the
Company’s actual risk. In addition, these results are calculated by
stressing a particular economic assumption independent of changes in

any other assumption (as required by U.S. GAAPY); in reality, changes

P U

Mortgages

Commercial Other Residential Commercial Other
Asset-Backed Mortgages Mortgages Asset-Backed

$ - - $ 4 $ - $§1

$ - - $ 8 $ - $2

6 $9 $17 $ - $12

6 $18 $33 $12 $24

s - $23 $17 $ - $12

$ - $45 834 $ - $24

in one factor often result in changes in another factor (for example,
changes in discount rates will often impact expected prepayment
speeds). Further, changes in the fair value based on a 10% or 20% vari-
ation in an assumption should not be extrapolated because the rela-
tionship of the change in the assumption to the change in fair value

may not be linear.

The following table summiarizes cash flows between the Company and securitization trusts:

IN MILLIONS
YEAR ENDED NOVEMBER 30, 2003

Purchases of delinquent loans

Cash flows received on retained interests

Substantially all of the Company’s residential and commercial
securitization activities are transacted through QSPEs. The Company
also securitizes municipal bonds through QSPEs in which the
Company sells municipal bonds to an SPE and generally purchases a
junior interest in such securitization. At November 30, 2003, the
Company also had liquidity commitments of approximately $5.1 bil-
lion related to trust certificates in such SPEs backed by investment
grade municipal securities. The Company’s obligations under such lig-
uidity commitments are generally less than one year and are further
limited because the Company’s obligations cease if the underlying

assets are downgraded below investment grade or default.
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Residential Commercial Other
Mortgages Mortgages Asset-Backed
$155 $ - $§ -
$214 $ 11 $111

However, certain SPEs do not meet the QSPE criteria due to
their permitted activities not being sufficiently limited, or because the
assets are not deemed qualifying financial instruments (e.g., real
estate). FIN 46 defines entities in which equity investors do not have
the characteristics of a controlling financial interest or entities which
do not have sufficient legal equity at risk for the entity to finance its
activities without additional subordinated financial support from
other parties as VIEs. Under FIN 46, the Company is required to con-
solidate a VIE if it is deemed to be the primary beneficiary of such
entity. The primary beneficiary is the party that has either a majority

of the expected losses or a majority of the expected residual returns



of such entity, as defined. FIN 46 is effective for the Company’
involvement with VIEs created after January 31, 2003. With respect to
the Company’s involvement with SPEs established prior to February
1, 2003, the Company follows the accounting guidance provided by
EITF Topic D-14, “Transactions involving Special-Purpose Entities,” to
determine whether consolidation is required. Under this guidance,
the Company is not required to, and does not consolidate such SPE
if a third party investor made a substantive equity investment in
the SPE (minimum of 3%), was subject to first dollar risk of loss
of such SPE, and had a controlling financial interest. Examples of the
Company’s involvement with such VIEs include: collateralized debt
obligations (“CDOs”), synthetic credit transactions, and other struc-
tured financing transactions.

With respect to CDO transactions in which a diversified portfo-
lio of securities and/or loans is owned by an SPE and managed by an
independent asset manager, the Company’s role is principally limited
to acting as structuring and placement agent, warehouse provider,
underwriter and market maker in the related CDO securities. In a
typical CDOQ, at the direction of a third party asset manager, the
Company will warehouse securities or loans on its balance sheet,
pending the transfer to the SPE once the permanent financing is
completed in the capital markets. During 2003, the Company acted as
warehouse provider and underwriter for approximately $601 million
of CDO transactions. At November 30, 2003, the Company did not
have any significant continuing involvement in the CDOs arranged
by the Company other than acting as market maker (i.e., holding
minority amounts of investment grade securities purchased in the sec-
ondary markets for short time periods) and, as such, the Company is
not required to consolidate these transactions. At November 30, 2003,
the Company’s holdings of subordinated classes in such CDO trans-
actions was not material.

The Company is a dealer in credit default swaps and, as such,
makes a market in buying and selling credit protection on single
issuers as well as on portfolios of credit exposures. One of the mech-
anisms used by the Company to mitigate credit risk is synthetic credit
transactions entered into with SPEs. In these transactions, the
Company purchases credit protection in the form of a credit default
swap from the SPE on referenced obligations (single issuer or portfo-
lio). The Company pays a premium to the SPE for this protection and
is secured by high quality collateral purchased by the SPE. Third party
investors in these SPEs are subject to default risk associated with the
referenced obligations under the default swap as well as credit risk to
the assets held by the SPE. The Company’s maximum loss associated
with its involvement with such synthetic credit transactions is the fair
value of the Company’s credit default swaps with such SPEs, which
approximated $229 million at November 30, 2003. While this amount

represents the maximum amount the Company could potentially lose

on such agreements, the maximum loss is highly unlikely because the
value of the underlying collateral held by the SPEs was $6.6 billion
and was investment grade quality. Since the results of our expected loss
calculations generally demonstrate that the investors in the SPE bear
a majority of the entity’s expected losses (as the investors assume
default risk associated with both the reference portfolio and the SPE’s
assets), the Company is not deemed to be the primary beneficiary of
these transactions and as such does not consolidate under FIN 46.

The Company also enters into certain structured financing
transactions with SPEs to facilitate customers’ investment and/or
funding needs. The Company’s involvement in these transactions is
generally limited to providing liquidity or other limited default pro-
tection to investors. In this regard, the Company provided liquidity
protection to SPEs of approximately $0.7 billion and $3.3 billion as of
November 30,2003 and 2002, respectively. The Company’s maximum
loss associated with such commitments is $0.7 billion at November
30, 2003, however the Company believes its actual risk to be signifi-
cantly less as these liquidity commitments are generally overcollater-
alized with investment grade collateral. The Company anticipates
consolidating such entities upon adoption of FIN 46 in the first quar-
ter of 2004. In addition, the Company also provides certain limited
downside default protection to investors in SPEs. The Company’s
maximum loss under such commitments was approximately $1.8 bil-
lion and $1.6 billion, at November 30, 2003 and 2002, respectively. As
the investor in such SPE bears all upside potential and significant
downside variability, the Company is not deemed to be the primary
beneficiary of these entities and as such does not expect to consoli-
date upon adoption of FIN 46 in the first quarter of 2004. The
Company believes its actual exposure to be significantly less than the
maximum exposure disclosed above, as the Company’s obligations are
collateralized by the SPEs’ assets and contain significant constraints
under which such downside protection will be available.

In December 2003, the FASB issued a revised interpretation of
FIN 46 that clarifies certain of the original interpretation’s provisions.
While the Company has not yet completed its analysis of FIN 46 as
revised, the Company does not anticipate that the adoption of the
interpretation will have a material impact on the Company’ financial

condition or its results of operations.
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NOTE 5 SECURITIES
PLEDGED AS COLLATERAL

The Company enters into secured borrowing and lending transac-
tions to finance trading inventory positions, obtain securities for set-
tlement and meet customers’ needs. The Company receives collateral
in connection with resale agreements, securities borrowed transac-
tions, customer margin loans and certain other loans. The Company
is generally permitted to sell or repledge these securities held as col-
lateral and use the securities to secure repurchase agreements, enter
into securities lending transactions or deliver to counterparties to
cover short positions. The Company carries secured financing agree-
ments for financial reporting purposes on a net basis when permit-
ted under the provisions of Financial Accounting Standards Board
Interpretation No. 41, “Offserting of Amounts Related to Certain
Repurchase and Reverse Repurchase Agreements” (“FIN 417).

At November 30, 2003 and 2002, the fair value of securities
received as collateral and securities owned that have not been sold,
repledged or otherwise encumbered totaled approximately $67 bil-
lion and $51 billion, respectively. At November 30, 2003 and 2002,
the gross fair value of securities received as collateral that the
Company was permitted to sell or repledge was approximately $413
billion and $345 billion, respectively. Of this collateral, approximately
$385 billion and $328 billion at November 30, 2003 and 2002,
respectively, has been sold or repledged, generally as collateral under
repurchase agreements or to cover Securities and other inventory
positions sold but not yet purchased. Included in the $385 billion and
$328 billion at November 30, 2003 and 2002, respectively, the
Company had pledged securities, primarily fixed income, having a
market value of approximately $53.5 billion and $41.6 billion,
respectively, as collateral for securities borrowed having a market
value of approximately $34.7 billion and £40.6 billion, respectively,

The Company also pledges its own assets, principally to col-
lateralize certain financing arrangements. These pledged securities,
where the counterparty has the right, by contract or custom, to
rehypothecate the financial instruments are classified as Securities
and other inventory positions owned, pledged as collateral, in the
Consolidated Statement of Financial Condition as required by
SFAS 140.

The carrying value of Securities and other inventory positions
owned that have been pledged or otherwise encumbered to coun-
terparties where those counterparties do not have the right to sell or
repledge was approximately $47 billion and $49 billion at November
30, 2003 and November 30, 2002, respectively.
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NOTE 6 BUSINESS
COMBINATIONS

On October 31, 2003, the Company acquired Neuberger
Berman Inc. and its subsidiaries (“Neuberger”) by means of a merger
into a wholly-owned subsidiary of Holdings. The results of
Neuberger’s operations are included in the consolidated financial
staternents since that date. Neuberger is an investment advisory com-
pany that engages in wealth management services including private
asset management, tax and financial planning, and personal and insti-
tutional trust services, mutual funds, institutional management and
alternative investments, and professional securities services.

The Company purchased Neuberger for a net purchase price
of approximately $2,788 million, including cash consideration and
incidental costs of $690 million, equity consideration of $2,374 mil-
lion (including 32.3 million shares of common stock, 0.3 million
shares of restricted common stock and 3.5 million vested stock
options) and excluding net cash and short-term investments acquired
of $276 million. The Company also issued approximately 0.5 million
shares of restricted common stock valued at $42 million, which is
subject to future service requirements and will be amortized over the
applicable service periods (for additional information see Note 15 to
the Consolidated Financial Statements). The value of the common
shares issued that was used to record the transaction was determined
based on the average closing market price of the Company’s com-
mon shares from October 27, 2003 through October 31, 2003.
The vested stack options issued were valued using the Black-Scholes
option-pricing model and had a weighted-average life of approxi-
mately seven years and a weighted-average exercise price of $60.10.
At November 30, 2003 approximately 3.1 million options with
a weighted-average remaining life of approximately seven years and a

weighted-average exercise price of $62.61 remain outstanding.



The following table summarizes the estimated fair values of the
assets acquired and liabilities assumed at October 31, 2003, the date of
acquisition. The Company is obtaining third party valuations of cer-
tain intangible assets and the allocation of the purchase price therefore

is subject to refinement.

]
IN MILLIONS

$ 2,717

Cash, receivables and financial instruments

Fixed and other assets 212
Amortizable inangible assets 431
Indefinite-life intangible assets 520
Goo.dw.il_l - V - ) _ 2,259 i
Total assets acquired ) 56,1132:_
Lir.;tbilirties aﬁdhnanéial instruments $(2,469) -
D_éfé.r;e—d ta; iiabilit):‘““ B o (420)
Conecerm e T ey

Total liabilities assumed —SA(;,B‘{&’)#M

The $431 million of acquired amortizable intangible assets have a
weighted-average useful life of approximately 20 years. The amortiz-
able intangible assets include computer software of $29 million (five-
year weighted-average useful life) and customer lists of $402 million
(21 year weighted-average useful life). Indefinite-life intangible assets
consist of the Neuberger Berman trade name and mutual fund cus-
tomer-related intangibles. The $2,254 million of goodwill was assigned
to the Client Services business segment. Of that amount approximately

$125 million is expected to be deductible for tax purposes.

During 2003, the Company also acquired two originators and
servicers of residential loans, The Crossroads Group, a diversified pri-
vate equity fund investment manager, and the fixed income asset man-
agement business of Lincoln Asset Management, for an aggregate total
cost of $172 million, which was paid in cash and notes.

Goodwill recognized in those transactions amounted to $113
million, substantially all of which is related to The Crossroads Group,
and is expected to be deductible for tax purposes. Goodwill was
assigned to the Capital Markets and Client Services business segments
in the amounts of $19 million and $94 million, respectively.

The following table sets forth the unaudited pro forma com-
bined operating results of the Company for the vyears ended
November 30, 2003 and 2002 as if the acquisitions discussed above
had been completed at the beginning of 2003 and 2002. These pro
forma amounts do not consider any anticipated revenue or expense
saving synergies. In addition, the Neuberger acquisition occurred at
October 31, 2003 when Neuberger assets under management totaled
approximately $68 billion while assets under management at the

beginning of the year totaled only $56 billion.
]

IN MILLIONS, EXCEPT PER

SHARE AMOUNTS 2003 2002
Net revenues $9,383 $6,981
Net income 1,722 1,014
Basic earnings per share 6.24 3.64
Diluted earnings per share 5.93 3.44

NOTE 7

IDENTIFIABLE

INTANGIBLE ASSETS AND GOODWILL

The table at right presents information about the Company’s acquired
intangible assets at November 30, 2003.

Aggregate amortization expense for the years ended November
30, 2003, 2002 and 2001 was $11 million, $5 million and $13 million,
respectively. Estimated amortization expense for the years ending
November 30, 2004, 2005, 2006, 2007 and 2008 is $36 million, $36
million, $36 million, $35 million and $28 million, respectively.

Accumulated
Amortizatlon

IN MILLIONS
NOVEMBER 30, 2003

Gross Carrying
Amount

Amortizable intangible assets:

Customer lists $448 $11
Other 100 23
Total $548 $34
Unamortizable intangible assets:
7 Mumai fund cust&x;lér—rela;éd -
Chenghe . sass -
Trade name 125
Total ) $ 520 -
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The changes in the carrying amount of goodwill for the year ended November 30, 2003, are as follows:

GOODWILL

IN MILLIONS

Balance (net) at November 30, 2002
Goodwill acquired during the year

Balance (net) at November 30, 2003

Capital Client
Markets Services Total
$135 $ 25 $ 160
19 2,348 2,367
$154 $2,373 $2,527

NOTE 8 SHORT-TERM FINANCINGS

The Company obtains short-term financing on both a secured
and unsecured basis. Secured financing is obtained through the use of
repurchase agreements and securities loaned agreements, which are
primarily collateralized by government, government agency and
equity securities. The unsecured financing is generally obtained
through short-term debt and the issuance of commercial paper.

The Company’s cominercial paper and short-term debt financ-

ing is comprised of the following:

SHORT-TERM DEBT

IN MILLIONS

NOVEMBER 30 ‘ 2003 2002
Commercial paper  §1,569  §1.622
Short-term debt: S
" Secured bank loans 16 457
Payables to banks 148 95
© Other short-term debt 0 607 195
Commercial paper

and shore-term debt  $2,331 $2369

® Tncludes master notes, corporate loans and other short-term
financings.

86 2003 NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

At November 30, 2003 and 2002, the weighted-average interest
rates for short-term borrowings, including commercial paper, were 1.2%
and 1.7%, respectively. The Company’s short-term financing includes
$324 million and $116 million of short-term debt at November 30, 2003
and 2002, respectively, related to non-U.S. dollar obligations.

Credit Facilities
Holdings maintains a revolving credit agreement (the “Credit
Agreement”) with a syndicate of banks. Under the Credit Agreement,
the banks have committed to provide up to $1 billion through April
2005. The Credit Agreement conains covenants that require, among
other things, that the Company maintain a specified level of tangible net
worth. The Company views the Credit Agreement as one of its many
sources of Hquidity available through its funding framework, and, as
such, the Company uses this liquidity for general business purposes
from time to time. The Company also maintains a $750 million muld-
currency revolving credit facility for Lehman Brothers Bank AG
(LBBAG) (the “Facility”). The Facility has a term of 364 days expiring
on October 27, 2004, with an option to extend payment for an addi-
tional 364 days. There were no borrowings outstanding under either the
Credit Agreement or the Facility at November 30,2003, although draw-
ings have been made under both and repaid from time to time during
the year. The Company has maintained compliance with the applicable

covenants for both the Credit Agreement and the Facility at all times.




NOTE 9 LONG-TERM DEBT

LONG-TERM DEBT

U.S. Dollar Non-U.S. Dollar
IN MILLIONS Fixed Floating Fixed Floating
NOVEMBER 30 Rate Rate Rate Rate 2003 2002
SENIOR NOTE N
Maturing in fiscal 2003 . $ - $ - $ - $ - $ - h ’3.5 7:48; T
Maturing in fiscal 2004 1,719 3,081 1,465 1,153 7,418 7246
Maturing in fiscal 2005 2,010 2,723 340 1,695 6,768 4,180
Maturing in fiscal 2006 2,871 1,584 834 1275 6,584 a7
Maturing in fiscal 2007 1,560 418 1,649 1,028 4,655 4206 )
Maturing in fiscal 2008 3,579 1,159 104 ‘1283 6,128 2017
December 1, 2008 and thereafter‘ 5,361 708 1,273 2,4>1~1‘- ) _-:7;97»,77}‘3;_; ’ _5;359 o
Senior Notes $17,100 $9,673 $5,685 $8,845 $41,303 $36,283
SUBORDINATED INDEBTEDNESS
Maturing in fiscal 2003 $ - 5 - $ - s - $ - s 487
Maturing in fiscal 2004 191 35 - - 226 44
Maturing in fiscal 2005 102 - 3 - 105 115 )
MQ’tUZ‘I‘IAlg in fiscal 2006 3 - - - 331 T
Maturing in fiscal 2007 334 - 10 - 344 347
Maturing in fiscal 2008 661 BT - - 772 665
Decemberul; 2008 and thereafter 333 115 - - _ 448 i ST
Subordinated Indebtedness 1,952 261 13 - 2,226 2,3%
Long-Term Debt $19,052 $9,934 $5,698 $8,845 43,529  $38,678

Of the Company’s long-term debt outstanding at November 30,
2003, $771 million is repayable prior to maturity, at the option of the
holder, at par value. These obligations are reflected in the above table
as maturing at their put dates, in fiscal 2004, rather than at their con-
tractual maturities, which range from fiscal 2004 to fiscal 2026. In
addition, $3,164 million of the Companys long-term debt is
redeemable prior to maturity at the option of the Company under
various terms and conditions. These obligations are reflected in the
above table at their contractual maturity dates.

At November 30, 2003, the Company’s U.S. dollar and non-U.S.
dollar debt portfolios included approximately $3,631 million and
$4,855 million, respectively, of debt for which the interest rates and/or
redemption values have been linked to the performance of various
indices, including industry baskets of stocks, commodities or events.
Generally, such notes are issued as floating rate notes or the interest
rates on such index notes are effectively converted to floating rates
based primarily on LIBOR through the use of interest rate, currency

and equity swaps.

End-User Derivative Activities

The Company uses a variety of derivative products including interest
rate, currency and equity swaps as an end user to modify the interest
rate characteristics of its long-term debt portfolio. The Company uses
interest rate swaps to convert a substantial portion of the Company’s
fixed rate debt to floating interest rates to more closely match the
terms of assets being funded and to minimize interest rate risk. In
addition, the Company uses cross-currency swaps to hedge its expo-
sure to foreign currency risk as a result of its non-U.S. dollar debt obli-
gations, after consideration of non-U.S. dollar assets that are funded
with long-term debt obligations in the same currency. In certain
instances, two or more derivative contracts may be used by the
Company to manage the interest rate nature and/or currency expo-
sure of an individual long-term debt issuance.

At November 30, 2003 and 2002, the notional amounts of inter-
est rate, currency and equity swaps related to long-term debt obliga-
tions were approximately $57.6 billion and $49.1 billion, respectively.
In addition, End-User Derivative Activities resulted in the following
changes to the mix of fixed and floating rate debt and effective

weighted-average rates of interest:
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EFFECTIVE WEIGHTED-AVERAGE
INTEREST RATES OF LONG-TERM DEBT
Long-Term Debt Weighted-Average
Before After Contractual  Effective Rate
IN MILLIONS End-User End-User Interest  After End-User
NOVEMBER 30, 2003 Activities Activities Rate Activities
U.S. dollar obligations
Fixed rate $19,052 $ 305
Floating rate 9,934 ~ 34,600 .
Total U.S. dollar ) i 28,986 34,905 4.73% 1.71%
Non-U.S. dollar obligations 14,543 8,624
Total $43,529 $43,529 4.20% 1.86%
Long-Term Debt Weighted-Average
Before After Contractual Effective Rate
[N MILLIONS End-User End-User Interest  After End-User
NOVEMBER 30, 2002 Activities Activities Rate Activities
U.S. dollar obligations
Fixed rate $18,330 $ 170
Floating rate 9,031 31,729
Total U.S. dollar 27,361 31,899 5.25% 2.14%
Non-U.S. dollar obligations 11,317 6,779
Total $38,678 $38,678 4.73% 2.29%

M Weighted-average interest rates were calculated using non-U.S. dollar interest rates, where applicable.

In March 2002, Holdings issued $575 million of floating rate
convertible notes. These notes bear an interest rate at a variable rate of
three month LIBOR minus 90 basis points per annum (subject to
adjustment in certain events) and mature on April 1, 2022. The notes
will also bear a specified additional amount of contingent interest dur-
ing any quarterly interest périod following a quarterly interest period
in which the average trading price of the notes is above specified lev-
els. The notes are convertible at $96.10 per share (resulting in approx-
imately 6 million shares), in certain circumstances, including
(1) Holdings’ common stock trading above $120.125 for a specified
number of trading days, (if) the trading price of the notes declining to
certain levels, (iii) a significant downgrade in the ratings of the notes
below a specified level, (iv) the notes being called for redemption and
(v) certain other events. Holdings has the option to redeem the notes
for cash on or after April 1,2004. The holders of the notes may cause
the Company to repurchase the notes at par on April 1, 2004, 2007,
2012 or 2017. The Company may elect to pay the repurchase price in
cash, common stock or a combination of cash and common stock.
The holders of the notes may also cause the Company to repurchase
the notes for cash upon a change of control of Holdings.

As a result of the Neuberger merger, on October 31, 2003 the
Company assumed all obligations under an aggregate of $166 million of

zero-coupon convertible notes due May 4, 2021 issued by Neuberger in
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May 2001.These notes were issued at an aggregate price of $143 million,
representing a vield to maturity of 0.75% per year, which is accounted
for using the effective interest rate method. In November 2002, the notes
were amended to add cash interest payments of 3.047% per annum of the
principal amount at maturity paid semi-annually undl May 4,2004. Each
$1,000 principal amount at maturity of the notes is convertible into
6.5843 shares of Holdings’ common stock (approximately 1.1 million
shares in total) and $131.80 in cash (approximately $21.9 million in total)
(based on the merger consideration paid to holders of Neuberger com-
mon stock in the merger) in certain circumstances, including (1)
Holdings’ common stock trading for a specified number of twrading days
in any calendar quarter above a specified percentage (beginning at 120%
on June 30, 2001 and declining 0.12658% each quarter thereafter) of the
accreted value of the notes divided by 8.47717, (ii) a significant down-
grade in the ratings of the notes below a specified level, (iii) the notes
being called for redemption and (iv) certain other events. The Company
may redeem the notes for cash on or after May 4, 2006, at their accreted
value. The holders of the notes may cause the Company to repurchase
the notes at their accreted value on May 4 of 2004, 2006, 2011 and 2016.
The Company may elect to pay the repurchase price in cash, common
stock or a combination of cash and common stock. The holders of the
notes may also cause Holdings to repurchase the notes for cash upon a

change of control of Holdings occurring on or before May 4, 2006.



NOTE 10 FAIR VALUE
OF FINANCIAL INSTRUMENTS

SFAS No. 107 “Disclosures about Fair Value of Financial Instruments”
requires the Company to report the fair value of financial instruments,
as defined. Assets and Labilities that are carried at fair value include all
of the Company’s trading assets and liabilides, including derivative
financial inscruments used for trading purposes as described in Note 1,
which are recorded as Securities and other inventory positions owned
and Securities and other inventory positions sold but not yet purchased.

Assets and liabilities, recorded at contractual amounts, that
approximate market or fair value include Cash and cash equivalents,
Cash and securities segregated and on deposit for regulatory and other
purposes, receivables, certain other assets, Comumercial paper and short-
term debt and payables. The market values of such items are not mate-
rially sensitive to shifts in market interest rates because of the limited
term to maturity of these instruments and their variable interest rates.

The Company’s long-term debt is recorded at historical
amounts, unless designated as the hedged item in a fair value hedge
under SFAS 133.The Company carries such hedged debt on a mod-
ified mark-to-market basis, which amount could differ from fair value
as a result of changes in the Company’s credit worthiness.

The following table provides a summary of the fair value of the
Company’s long-term debt and related End-User Derivative
Activities. The fair value of the Company’s long-term debt was esti-
mated using either quoted market prices or discounted cash flow
analyses based on the Company’s current borrowing rates for similar

types of borrowing arrangements.

FAIR VALUE OF
LONG-TERM DEBT
IN MILLIONS
NOVEMBER 30 2003 2002
Carrying value of
long-term debt $43,529 $38,678
Fair value of long-term debt . 43,961 38,968

Unrecognized net loss
on long-term debt s (432) $  (290)

The Company carries its secured financing activities, including
Securities purchased under agreements to resell, Securities borrowed,
Securities sold under agreements to repurchase, Securities loaned and
Other secured borrowings, at their original contract amount plus
accrued interest. Because the majority of such financing activities are

short-term in nature, carrying value approximates fair value. At

November 30, 2003 and 2002 the Company had $275 billion and
$230 billion, respectively, of such secured financing activities. As with
the Company’s long-term debt, its secured financing activities expose
the Company to interest rate risk.

At November 30, 2003 and 2002 the Company, as an end user,
used derivative financial instruments with an aggregate notional
amount of $8.1 billion and $6.9 billion, respectively, to modify the
interest rate characteristics of its secured financing activities. At
November 30, 2003 and 2002 the carrying values of these secured
financing activities designated as fair value hedges approximated their
fair values. Additionally, at November 30,2003 and 2002, the Company
had approximately $31 million and $30 million, respectively, of unrec-
ognized losses related to approximately $1.1 billion and $3.9 billion,

respectively, of long-term fixed rate repurchase agreements.

NOTE 11 COMMITMENTS
AND CONTINGENCIES

In the normal course of business, the Company enters into various
commitments and guarantees, including lending commitments to high
grade and high yield borrowers, private equity investment commit-
ments, liquidity committments and other guarantees. In all instances,
the Company marks-to-market these commitments and guarantees
with changes in fair value recognized in Principal transactions revenue.
Lending Related Commitments

In connection with its financing activities, the Company had
outstanding commitments under certain collateralized lending
arrangements of approximately $5.0 billion and $1.5 billion at
November 30, 2003 and 2002, respectively. These comumitments
require borrowers to provide acceptable collateral, as defined in the
agreements, when amounts are drawn under the lending facilities.
Advances made under these lending arrangements are typically at vari-
able interest rates and generally provide for over-collateralization based
on the borrowers’ creditworthiness. In addition, at November 30, 2003,
the Company had commitments to enter into forward starting, secured
resale and reverse repurchase agreements, principally secured by gov-
ernment and government agency collateral, of §78.4 billion and $§46.2
billion, respectively, compared with $89.9 billion and $50.3 billion,
respectively, at November 30, 2002.

The Company, through its high grade and high yield sales, trad-
ing and underwriting activities, makes commitments to extend credit
in loan syndication transactions. The Company uses various hedging
and funding strategies to actively manage its market, credit and lig-
uidity exposures on these commitments. In addition, total commit-
ments are not indicative of actual risk or funding requirements, as the
commitments may not be drawn or fully used. These commitments

and any related draw downs of these facilities typically have fixed
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maturity dates and are contingent upon certain representations, war-
ranties and contractual conditions applicable to the borrower.

The Company had credit risk associated with lending commit-
ments to investment grade borrowers (after consideration of credit
risk hedges) of $3.0 billion and $3.2 billion at November 30, 2003
and 2002, respectively. In addition, the Company had credit risk asso-
ciated with lending commitments to non-investment grade borrow-
ers (after consideration of credit risk hedges) of $2.6 billion and $1.7
billion at November 30, 2003 and 2002, respectively. Before consid-
eration of credit risk hedges, the Company had commitments to
investment and non-investment grade borrowers of $8.1 billion and
$2.9 billion at November 30, 2003, respectively, compared with $7.1
billion and $1.8 billion at November 30, 2002, respectively. The
Company had available undrawn borrowing facilities with third par-
ties of approximately $5.1 billion and $5.2 billion at November 30,
2003 and 2002, respectively, which can be drawn upon to provide
funding for these commitments. These funding facilities contain lim-
its for certain concentrations of counterparty, industry or credit rat-
ings of the underlying loans.

In addition, the Company provided high yield contingent com-
mitments related to acquisition financing of approximately $2.5 bil-
lion and $2.8 billion at Nevember 30, 2003 and 2002, respectively.
The Company’ intent is, and its past practice has been, to sell down
significantdy all the credit risk associated with these loans, if closed,
through loan syndications consistent with the Company’s credit facil-
itation framework. These commitments are not indicative of the
Company’s actual risk because the borrower often will raise funds in
the capital markets instead of drawing on the Company’s commit-
ment. Additionally, the borrower’ ability to draw is subject to there
being no material adverse change in either market conditions or the
borrower’s financial condition, among other factors. These commit-
ments contain certain flexible pricing features to adjust for changing
market conditions prior to iclosing.

The Company defines high yield (non-investment grade) expo-
sures as securities of or loans to companies rated BB+ or lower or
equivalent ratings by recognized credit rating agencies, as well as
non-rated securities or loans that, in the opinion of management, are
non-investment grade. See “Critical Accounting Policies and
Estimates—High Yield” on page 63 for a discussion of the valuation
of non-investment grade exposures.

At November 30, 2003 the Company had outstanding mort-
gage loan commitments of approximately $3.1 billion, including $2.6
billion of residential mortgages and $0.5 billion of commercial mort-
gages. These commitments require the Company to transact mort-
gage loans generally within 90 days at fixed and variable interest
rates. The Company intends to sell such loans, once originated,

through securitization.
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Securities and other inventory positions sold but not yet pur-
chased represent obligations of the Company to purchase the securi-
ties at prevailing market prices. Therefore, the future satisfaction of
such obligations may be for an amount greater or less than the
amount recorded. The ultimate gain or loss is dependent upon the
price at which the underlying financial instrument is >purchased to
settle the Company’s obligation under the sale commitment.

In the normal course of business, the Company is exposed to
credit and market risk as a result of executing, financing and settling
various customer security and commodity transactions. These risks
arise from the potential that customers or counterparties fail to sat-
isfy their obligations and that the collateral obtained is insufficient. In
such instances, the Company may be required to purchase or sell
financial instruments at unfavorable market prices. The Company
seeks to control these risks by obtaining margin balances and other
collateral in accordance with regulatory and internal guidelines.

Subsidiaries of the Company, as general partner, are contin-
gently liable for the obligations of certain public and private limited
partnerships organized as pooled investment funds or engaged pri-
marily in real estate activities. In the opinion of the Company, con-
tingent liabilities, if any, for the obligations of such partnerships will
not, in the aggregate, have a material adverse effect on the Company’s
consolidated financial position or results of operations.

Other Commitments and Guarantees
In accordance with FASB Interpretation No. 45, “Guarantor’s
Accounting and Disclosuire Requirements for Guarantees, Including Indirect
Guarantees of Indebtedness of Others” (“FIN 457), the Company is
required to recognize certain guarantee contracts at the inception of
such guarantee contract at fair value. The Company has followed a
long-standing policy of recording guarantees, including derivative
guarantees, at fair value and, accordingly, the adoption of FIN 45 did
not affect the Company’s financial position or results of operations. In
accordance with FIN 45 the Company also is required to disclose cer-
tain guarantees, including derivative contracts, that require the
Company to make payments to a counterparty based on changes on
an underlying instrument or index (e.g., security prices, interest rates,
and currency rates). Derivatives that meet the FIN 45 definition of a
guarantee include credit default swaps, written put options, written
foreign exchange options and written interest rate caps and floors.
Under FIN 45, derivatives are not considered guarantees if such con-
tracts are cash settled and the Company has no basis to determine
whether it is probable the derivative counterparty held the related
underlying instrument. Accordingly, if these conditions are met, the
Company has not included such derivative contracts in the disclosure.

At November 30, 2003, the maximum payout value of derivative

contracts deemed to meet the FIN 45 definition of a guarantee was

approximately $322 billion. For purposes of determining maximum




payout, notional values were used; however, the Company believes the
fair value of these contracts is a more relevant measure of these obliga-
tions. At November 30, 2003, the fair value of such derivative contracts
approximated §9 billion. The Company believes the notional amounts
greatly overstate the Company’s expected payout. For a discussion of
the valuation of derivative contracts, see “Critical Accounting Policies
and Estimates—Fair Value” on page 61. In addition, all amounts
included above are before consideration of hedging transactions. These
derivative contracts are generally highly liquid, and the Company has
substantially mitigated its risk on these contracts through hedges, such
as other derivative contracts and/or cash instruments. The Company
manages risk associated with derivative guarantees consistent with the
Company’s global risk management policies. The Company records
derivative contracts, including those considered to be guarantees under
FIN 45, at fair value with related gains/losses recognized in Principal
transactions revenue.

At November 30, 2003, the Company had liquidity commit-
ments of approximately $5.1 billion related to trust certificates backed
by investment grade municipal securities compared with $4.4 billion
at November 30, 2002. The Company’s obligations under such lig-
uidity commitments generally are less than one year and are further
limited because the Company’s obligations cease if the underlying
assets are downgraded below investment grade or default.

At November 30, 2003 and 2002, the Company was contin-
gently liable for $913 million and $835 mullion, respectively, of letters
of credit primarily used to provide collateral for securities and com-
modities borrowed and to satisfy margin deposits at option and com-
modity exchanges.

At November 30, 2003 and 2002, the Company had private
equity commitments of approximately $382 million and $672 million,
respectively. The Company’s private equity commitment of $382 mil-
lion at November 30, 2003 will be funded as required through the end
of the respective investment periods. In addition, the Company was
committed to invest up to $170 million in an energy-related principal
investment at November 30, 2003.

In the normal course of business, the Company provides guar-
antees to securities clearinghouses and exchanges. These guarantees
are generally required under the standard membership agreements,
such that members are required to guarantee the performance of
other members. To mitigate these performance risks, the exchanges
and clearinghouses often require members to post collateral. The
Company’s obligation under such guarantees could exceed the collat-
eral amounts posted; however, the potential for the Company to be
required to make payments under such guarantees is deemed remote.

In connection with certain asset sales and securitization transac-
tions, the Company often makes representations and warranties about

the assets conforming to specified guidelines. If it is later determined

the underlying assets fail to conform to the specified guidelines, the
Company may have an obligation to repurchase the assets or indem-
nify the purchaser against any losses. To mitigate these risks, to the
extent the assets being securitized may have been originated by other
third parties, the Company seeks to obtain appropriate representations
and warranties from these third parties upon acquisition of such assets.
Litigation

In the normal course of business the Company has been named a
defendant in a number of lawsuits and other legal and regulatory pro-
ceedings. Such proceedings include actions brought against the
Company and others with respect to transactions in which the
Company acted as an underwriter or financial advisor, actions arising
out of the Company’s activities as a broker or dealer in securities and
commodities and actions brought on behalf of various classes of
claimants against many securities firms, including the Company.
Although there can be no assurance as to the ultimate outcome, the
Company generally has denied, or believes it has a meritorious defense
and will deny, liability in all significant cases pending against it, and it
intends to defend vigorously each such case. After considering all rel-
evant facts and established reserves, in the opinion of the Company,
such litigation will not, in the aggregate, have a material adverse effect
on the Company’s consolidated financial position or cash flows, but
may be material to the Company’s operating results for any particular
period, depending on the level of income for such period.

Concentrations of Credit Risk
As a leading global investment bank, the Company is actively involved
in securities underwriting, brokerage, distribution and trading. These
and other related services are provided on a worldwide basis to a large
and diversified group of clients and customers, including multi-
national corporations, governments, emerging growth companies,
financial institutions and individual investors.

A substantial portion of the Company’s securities and com-
modities transactions are collateralized and are executed with, and on
behalf of, commercial banks and other institutional investors, includ-
ing other brokers and dealers. The Company’s exposure to credit risk
associated with the non-performance of these customers and coun-
terparties in fulfilling their contractual obligations pursuant to securi-
ties transactions can be directly impacted by volatile or illiquid trading
markets, which may impair the ability of customers and counterpar-
ties to satisfy their obligations to the Company.

Securities and other inventory positions owned by the Company
include U.S. government and agency securities, and securities issued by
non-U.S. governments, which in the aggregate, represented 11% of the
Company’s total assets at November 30, 2003. In addition, collateral
held by the Company for resale agreements represented approximately
28% of total assets at November 30, 2003, and primarily consisted -of

securities issued by the U.S. government, federal agencies or non-U.S.
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governments. The Company’s most significant industry concentration is
financial institutions, which lincludes other brokers and dealers, com-
mercial banks and institutional clients. This concentration arises in the
normal course of the Company’ business.

Lease Commitments
The Company leases office space and equipment throughout the
world. Total rent expense for 2003, 2002 and 2001 was $136 million,
$148 million and $98 million, respectively. Certain leases on office
space contain escalation clauses providing for additional payments
based on maintenance, utility and tax increases.

Minimum future rental commitments under non-cancelable

operating leases (net of subleases of $99 million) are as follows:

COMMITMENTS
OPERATING LEASE AGREEMENTS

M FUTURE RENT

IN MILLIONS

Fiscal 2004 § 185
Fiscal 2005 - 179
Fiscal 2006 169
Fiscal 2007 i et
Fiscal 2008 158
December 1, 2008 and théreaf{er 1,314
Total | $2,166

NOTE

At November 30, 2003, the Company owned the residual equity of
four Delaware business trusts that had issued an aggregate liquidation
value of $1,310 million of capital securities. The trusts were formed
for the purpose of: (a) issuing trust securities representing ownership
interests in the assets of the trust; (b) investing the gross proceeds of
the trust securities in junior subordinated debentures of the
Company; and (c) engaging in activities necessary or incidental
thereto. Loans from the trusts to the Company represented by the jun-
ior subordinated debentures are eliminated in consolidation.
Dividends on the trust preferred securities are presented on a basis
consistent with minority interest in the income of subsidiaries and are
shown as a reduction to the Company’s income from continuing
operations, net of tax. Preferred securities subject to mandatory

redemption are comprised of the following issues:
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Included in the previous table are rental commitments of approx-
imately $652 million associated with properties that have been or will
be vacated resulting from the Company’ decision to exit certain of its
New York City facilities (resulting from occupancy actions taken after
the events of September 11th), and the consolidation of certain U.S.
and foreign branches (See Note 21 for additional informaton regard-
ing the September 11th and Real Estate Related Charges).

The Company entered into a lease for its new European head-
quarters at Canary Wharf in London. This lease qualifies for capital
lease treatment under SFAS No. 13 “Accounting for Leases.” The
Company’s lease at Canary Wharf expires in September 2033.

MINIMUM FUTURE COMMITMENTS
UNDER THE CAPITAL LEASE AGREEMENT

IN MILLIONS

Fiscal 2004 $ -
Fiscal 2005 - 53
Fiscal 2006 54
Fiscal 20(57ﬂ o - o . 547 -
Fiscal 2008 7 o - 54 -
D.éce;l‘ber _1,>L;008~:;nd thex;ea'fter a 2,446
Total minimum lease payments 2,661
Less: Amounts of these payments
7 thAth represeﬁt interest S 717,68i B

Present value of future minimum

ca};ital lerase p;lyments - $ 980

12 PREFERRED SECURITIES SUBJECT TO MANDATORY REDEMPTION

IN MILLIONS

NOVEMBER 30 2003 2002
Lehman Brothers Holdings
Capital Trust 1§ 325 $325
Lehman B;otheirs éofciiingusm” -
Capital Truse 1l 38s 385
Lehman Béothers Hol;iings -
Capital Truse 111 300 -
Lehmar;Brr;)’chVerris Hé)fdi;g; o .
(r:abirtai TrustVIV 7 _ 30 -

Total $1,310  $710




The following table summarizes the financial structure of each such trust at November 30, 2003:

Holdings
Capital Trust |

TRUST SECURITIES

Issuance date

Preferred securities issued

January 1999

Liquidation preference per security § 25
Liquidation value (in millions) _ §325
Cowpon rate
Disributions payable ~ Quarterly
Diembaton guarmised by 77 Holding

Mandatory redemption date

Redeemable by issuer on or after

JUNIOR SUBORDINATED DEBENTURES =

13,000,000 Series I 15,400,000 Series |

" March 31, 2048
March 31, 2004

Holdings
Capital Trust H

Holdings
Capital Trust Il

Holdings
Capital Trust IV

) A:/}Eril 199}9R March i003 ) (A)-c;ob"e.r- 2(503.

. 12,000,006 756ri€s K 12,7000,000 Series L

$ 25 o 52_5‘ o $25
B o 3385 ) -_55300 . 3366 o
7.88%  6.38% 6.38%
 Quarterly  Quarterly Quarterly
 Holdingg  Holdings Holdings

June 30, 2048
June 30, 2004

V(-)ct‘oberr 31, 2(_)52 v
October 31, 2008

M;rch 15, 2052
March 15, 2008

$300

Principal amount outstanding (in millions) 5325 §385 - $3;OO
Coupon rate 8% 7.88% 6.38% 6.38%
Interest payable Quarterly Quarterly Quarterly Quarterly

Maturity date

Redeemable by issuer on or after

The Company anticipates de-consolidating the trusts that issue
Preferred securities subject to mandatory redemption upon adoption
of FIN 46, effective as of February 29, 2004. The de-consolidation
will have the effect of reclassifying such preferred securities subject to

mandatory redemption out of the mezzanine classification of the

March 31, 2048
March 31, 2004

June 30, 2048
June 30, 2004

March 13, 2052
March 15, 2008

October 31, 2052
October 31, 2008

Company’s Consolidated Statement of Financial Condition and into
Long-Term Debt. Likewise, the Company will reclassify, on a
prospective basis, the pretax amount of dividends on such preferred

securities to Interest expense in the Company’s results of operations.

NOTE 13 PREFERRED STOCK

Holdings is authorized to issue a total of 38,000,000 shares of preferred
stock. At November 30, 2003, Holdings had 728,000 shares issued and
outstanding under various series as described below. All preferred stock
has a dividend preference over Holdings’ common stock in the paying
of dividends and a preference in the liquidation of assets.
Series C

On May 11, 1998, Holdings issued 5,000,000 Depositary Shares, each
representing 1/10th of a share of 5.94% Cumulative Preferred Stock,
Series C (“Series C Preferred Stock™), $1.00 par value. The shares of
Series C Preferred Stock have a redemption price of $500 per share,
together with accrued and unpaid dividends. Holdings may redeem
any or all of the outstanding shares of Series C Preferred Stock begin-
ning on May 31, 2008. The $230 million redemption value of the
shares outstanding at November 30, 2003 is classified in the
Consolidated Statement of Financial Condition as a component of

Preferred stock.

Series D
On July 21, 1998, Holdings issued 4,000,000 Depositary Shares, each
representing 1/100th of a share of 5.67% Cumulative Preferred Stock,
Series D (“Series D Preferred Stock™), $1.00 par value. The shares of
Series D Preferred Stock have a redemption price of §5,000 per share,
together with accrued and unpaid dividends. Holdings may redeem
any or all of the outstanding shares of Series D Preferred Stock begin-
ning on August 31, 2008. The $200 million redemption value of the
shares outstanding at November 30, 2003 is classified in the
Consolidated Statement of Financial Condition as a component of
Preferred stock.

Serles E
On March 28, 2000, Holdings issued 5,000,000 Depositary Shares, each
representing 1/100th of a share of Fixed/Adjustable Rate Cumulative
Preferred Stock, Series E (“Series E Preferred Stock”), $1.00 par value.

The initial cumulative dividend rate on the Series E Preferred Stock is

2003 NOTES TO CONSOLIDATED FINANCIAL STATEMENTS 93




7.115% per annum through May 31, 2005; thereafter the rate will be
the higher of either the three~-month U.S. Treasury Bill rate, the 10-year
Treasury constant maturity rate or the 30-year U.S. Treasury constant
maturity rate, in each case plus 1.15%, but in any event not less than
7.615% nor greater than 13.615%. The shares of Series E Preferred
Stock have a redemption price of $5,000 per share, together with
accrued and unpaid dividends. Holdings may redeem any or all of the
outstanding shares of Series E Preferred Stock beginning on May 31,
2005.The $250 million redemption value of the shares outstanding at
November 30, 2003 is classified in the Consolidated Statement of
Financial Condition as a component of Preferred stock.
Series F

On August 20, 2003, Holdings issued 13,800,000 Depositary Shares,
each representing 1/100th of a share of 6.50% Cumulative Preferred
Stock, Series F (““Series F Preferred Stock”), $1.00 par value. The shares
of Series F Preferred Stock have a redemption price of $2,500 per share,
together with accrued and unpaid dividends. Holdings may redeem any
or all of the outstanding shares of Series F Preferred Stock beginning
on August 31, 2008. The $345 million redemption value of the shares
outstanding at November 30, 2003 is classified in the Consolidated
Statement of Financial Condition as a component of Preferred stock.

The Series C, D, E and F Preferred Stock has no voting rights
except as provided below or as otherwise from time to time required

by law. If dividends payable on any of the Series C,D,E or F Preferred

|
|
|

Stock or on any other equally-ranked series of preferred stock have
not been paid for six or more quarters, whether or not consecutive,
the authorized number of directors of the Company will automati-
cally be increased by two. The holders of the Series C, D, E or F
Preferred Stock will have the right, with holders of any other equally-
ranked series of preferred stock that have similar voting rights and on
which dividends likewise have not been paid, voting together as a
class, to elect two directors to fill such newly-created directorships
until the dividends in arrears are paid.
Redeemable Voting

In 1994, Holdings issued the Redeemable Voting Preferred Stock to
American Express and Nippon Life for $1,000. The holders of the
Redeemable Voting Preferred Stock were entitled to receive annual
dividends through May 31, 2002, in an amount equal to 50% of the
amount, if any, by which the Company’s net income for each year
exceeded $400 million, up to a maximum of $50 million per vear (§25
million on a pro-rated basis, for the last dividend period, which ran
from December 1, 2001 to May 31, 2002). For the years ended
November 30, 2002 and 2001, the Company’s net income resulted in
the recognition of dividends in those years in the amounts of $25 mil-
lion and $50 million respectively, on the Redeemable Voting Preferred
Stock. On the final dividend payment date, July 15, 2002, Holdings
redeemed all of the Redeemable Preferred Stock, for a total of $1,000.

NOTE 14 COMMON STOCK

In April 2001, the Company’s shareholders approved the adoption
of an amendment of the Company’s Restated Certificate of
Incorporation to increase the aggregate number of authorized shares
of common stock from 300 million to 600 million.

During the years ended November 30, 2003, 2002 and 2001, the
Company repurchased or acquired shares of its common stock at an

aggregate cost of approximately $1,508 million, $1,510 million and

|
,
|
i
|
|
\
|
|
|
|
\

$1,676 million, respectively. These shares were acquired in the open
market and from employees who tendered mature shares to pay for
the exercise cost of stock options or for statutory tax withholding
obligations on RSU issuances or option exercises.

Changes in the number of shares of Holdings’ common stock

outstanding are as follows:

COMMON STOCK

NOVEMBER 30

Shares outstanding, beginning of period

Exercise of stock options and other share issuances

Issuances of shares to the RSU Trust

Shares issued in connection with the
Neuberger acquisition

Treasury stock purchases

Shares outstanding, ehd of period
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2003 2002 2001
231,131,043 237,534,091 236,395,332
11,538,125 10,435,954 8,369,721
14,000,000 9,300,000 16,000,000
33,130,804 - T

| (23,120,9186) (26,159,002) (23,230,962)
231,131,043 237,534,001

266,679,056




In 1997, the Company established an irrevocable grantor trust
(the “RSU Trust™) to provide comunon stock voting rights to employ-
ees who hold outstanding restricted stock units (“RSUs”) and to
encourage employees to think and act like owners. In 2003, 2002 and
2001, 14.0 million, 9.3 million and 16.0 million treasury shares, respec-
tively, were transferred into the RSU Trust. At November 30, 2003,
approximately 33.4 million shares were held in the RSU Trust with a
total value of approximately $851 million. For accounting purposes,

these shares are valued at weighted-average grant prices. Shares trans-

ferred to the RSU Trust do not affect the total number of shares used
in the computation of earnings per common share because the
Company considers the RSUs to be common stock equivalents for
purposes of this computation. Accordingly, the RSU Trust has no effect
on the total equity, net income or earnings per share of the Company.

In connection with the Neuberger acquisition, the Company
issued 32,326,000 shares of common stock to acquire Neuberger and
804,804 shares of restricted common stock, a portion of which is

subject to future service requirements.

NOTE 15

Employee Stock Purchase Plan
The Employee Stock Purchase Plan (the “ESPP”) allows employees to
purchase Common Stock at a 15% discount from market value, with
a maximum of $25,000 in annual aggregate purchases by any one
individual. The number of shares of Common Stock authorized for
purchase by eligible employees is 12.0 million. At November 30, 2003
and 2002, 6.1 million shares and 5.8 million shares, respectively, of
Common Stock had cumulatively been purchased by eligible employ-
ees through the ESPP.

1994 Management Ownership Plan
The Lehman Brothers Holdings Inc. 1994 Management Ownership
Plan (the “1994 Plan”) provides for the issuance of RSUs, performance
stock units (“PSUs”), stock options and other equity awards for a period
of up to ten years to eligible employees. A total of 33.3 million shares of
Common Stock may be granted under the 1994 Plan. At November 30,
2003, RSU, PSU and stock option awards with respect to 31.2 million
shares of Common Stock have been made under the 1994 Plan, of
which 1.5 million are outstanding and 29.7 million have been converted
to freely transferable Common Stock.

1996 Management Ownership Plan
During 1996, the Company’s stockholders approved the 1996
Management Ownership Plan (the “1996 Plan”) under which awards
similar to those of the 1994 Plan may be granted, and under which
up to 42.0 million shares of Common Stock may be subject to awards.
At November 30, 2003, RSU, PSU and stock option awards with
respect to 38.1 million shares of Common Stock have been made
under the 1996 Plan of which 18.7 million are outstanding and 19.4
million have been converted to freely transferable Common Stock.

Employee Incentive Plan
The Employee Incentive Plan (“EIP”) has provisions similar to the
1994 Plan and the 1996 Plan, and authorization from the Board of
Directors for the issuance of up to 246.0 million shares of Common
Stock that may be subject to awards. At November 30, 2003 awards

with respect to 204.5 million shares of Common Stock have been

1
l

1
|
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INCENTIVE PLANS

made under the EIP of which 125.3 million are outstanding and 79.2
mullion have been converted to freely transferable Common Stock.
The following is a summary of RSUs outstanding under

Holdings’ stock-based incentive plans:

RESTRICTED STOCK UNITS

Total

BALANCE, NOVEMBER 30, 2000 82,622,541
Granted 15,292,447
Canceled  (3,268825)
Exchanged for stock without restrictions  (18,189,092)
BALANCE, NOVEMBER 30, 2001 76,457,071
Granted 9,178,667
Canceled ©(1,750,479)
Exchanged for stock without restrictions  (14,547,191)
BALANCE, NOVEMBER 30, 2002 69,338,068
Granted 13,071,646
Canceled ) (1,447,319)
Exchanged for stock without reserictions (18,344,208)
BALANCE, NOVEMBER 30, 2003 62,618,187

™ Excludes RSUs issued in connection with the Company’s acquisi-
tion of Neuberger. See Neuberger Acquisition on page 97 and Note
6 to the Consolidated Financial Statements.

Eligible employees receive RSUs as a portion of their total com-
pensation in lieu of cash. There is no further cost to employees asso-
ciated with the RSU awards. The Company measures compensation
cost for RSUs based on the market value of its Common Stock at the
grant date and amortizes this amount to expense over the applicable
vesting periods. RSU awards made to employees have various vesting
provisions and generally convert to unrestricted freely transferable
Common Stock five years from the grant date. Holdings accrues a
dividend equivalent on each RSU outstanding (in the form of addi-

tional RSUs), based on dividends declared on its Common Stock.
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The Company has repurchased approximately 41.3 million
shares to offset the future delivery requirements associated with the
above RSUs. These shares have either been transferred to the RSU
Trust or are held as Treasury stock. (For additional information see
Note 14 to the Consolidated Financial Statements.)

In 2003, the Company delivered 14.3 million shares of its
Common Stock to current and former employees in satisfaction of
RSUs awarded in 1998. Substantially all of the shares delivered were
funded from the RSU Trust. The Company also received 4.9 million
shares from current and former employees in satisfaction of applicable
tax withholding requirements. Shares received were recorded as
Treasury stock at an aggregate value of $354 million.

Of the RSUs outstanding at November 30, 2003, approximately
40.9 million RSUs were amortized, approximately 8.7 million RSUs
will be amortized during 2004, and the remaining RSUs will be

amortized subsequent to November 30, 2004.

Included in the previous table are PSUs the Company has awarded
to certain senior officers. The number of PSUs that may be earned is
dependent upon the achievement of certain performance levels within
predetermined performance periods. During the performance period,
these PSUs are accounted for as variable awards. At the end of a per-
formance period, any PSUs earned will convert one-for-one to RSUs
that then vest in three or more years. At November 30, 2003, approxi-
mately 11.1 million PSUs had been awarded, of which 6.3 million
rermained outstanding, subject to vesting and transfer restrictions. The
compensation cost for the RSUs payable in satisfaction of PSUs is
accrued over the combined performance and vesting periods.

Total compensation cost recognized during 2003, 2002 and 2001
for the Company’s stock-based awards was approximately $625 mil-
lion, $570 million and $544 million, respectively.

STOCK OPTIONS

BALANCE, NOVEMBER 30, 2000
Granted a
Exercised -
Canceled

BALANCE, NOVEMBéR 30, 2001
Granted |

Exercised

Carr;rccicdr »

BALANCE, NOVEMBéR 30, 2002
Granted |

Exercised

Canceled
BALANCE, NOVEMBER 30, 2003

Weighted-Average Expiration
Total Exercise Price Dates
54,567,639 §28.62 2/01 - 11/10
21,529,844 §53.28
(6,261,030) $16.49
(1,442,239) §27.01
68,394,214 $37.53 1702 - 11/11
26,211,500 $54.94
(9,652,041) $25.02
(1,413,181 $43.20
83,540,492 §44.21 11/03 - 11/12
11,262,532 $65.74
(10,252,890 $27.85
 (1,673,376) $45.57
82,876,758 §49.54  12/03 - 11/13

® Excludes stock options issued in connection with the Company’s acquisition of Neuberger (see Neuberger Acquisition on page 97 and Note 6 to the

Consolidated Financial Statements).

At November 30, 2003 and 2002, approximately 18.4 million
and 13.0 million stock options, respectively, were exercisable at
weighted-average prices of $36.32 and $29.95, respectively. The
weighted-average remaining contractual life of the stock options out-

standing at November 30, 2003 is 6.3 years. The exercise price for all
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stock options awarded has been equal to the market price of
Common Stock on the day of grant.
The above table provides further details relating to Holdings’

stock options outstanding at November 30, 2003.




STOCK OPTIONS

Options Outstanding

Options Exercisable

Weighted-
Average
Exercise Price

Number
Outstanding

Range of
Exercise Prices

§ 9.00 - § 9.99 280,000 $ 9.00
$10.00 - $19.99 ) 27,308 $19.88
$20.00 - $29.99 © 8834257 $22.91
$30.00 — $39.99 12,412,560 $33.67
$40.00 - 849.99 13,101,707  $47.86
$50.00 — §59.99 28,832,600  $53.79
$60.00 - $69.99 9.917,236  $63.39
$70.00 - $79.99  9.471,090  §71.39
BALANCE, NOVEMBER 30, 2003 82,876,758 $49.54

Weighted- Weighted-
Average Average
Remaining Weighted- Remaining
Contractual Number Average Contractual
Life (in years) Exercisable  Exercise Price Life (in years)
0.50 280,000 $ 9.00 0.50

1.00 27,308 $19.88 1.00

3.22 5,867,574 $21.43 4.31

2.58 6,041,505 $33.19 1.77

6.72 3,066,008 $48.85 5.54

7.43 821,168 $54.58 4.99

6.48 2,250,785 $63.40 6.32
10.00 - - -
6.29 18,354,348 $36.32 3.89

U Excludes stock options issued in connection with the Company’s acquisition of Neuberger (see Neuberger Acquisition below and Note 6 to the

Consolidated Financial Statements).

Neuberger Acquisition
In connection with the Company’s acquisidion of Neuberger, the Company
assumed the obligations of Neuberger under the following plans:

1999 Long Term Incentive Plan
The Neuberger 1999 Long Term Incentive Plan (the “LTIP”) pro-
vides for the grant of restricted stock, restricted units, incentive stock,
incentive units, deferred shares, supplemental units and stock options.
Upon the Company’s acquisition of Neuberger, the Company issued
approximately 648,000 shares of restricted common stock to replace
existing restricted stock awards, of which 225,000 shares with an
approximate value of $14 million were vested and included in the
acquisition price and 423,000 shares with an approximate value of $35
million were subject to future service and will be amortized over the
applicable service periods. In addition, all outstanding stock option
awards under the LTIP became 100% vested and non-forfeitable and
were converted into 3.4 mullion stock option awards relating to the
Company’s Common Stock.

The Company also issued 800,000 stock options under the plan
with an exercise price of $72 that vest ratably over five years and
expire in October 2008. The Company also issued approximately 1.7
million RSUs valued at approximately $118.7 million that vest ratably
over flve years.

The total number of shares of Common Stock that may be
issued under the LTIP may not exceed approximately 7.7 million. At
November 30, 2003 restricted stock, RSUs and stock options relating

to 6.6 million shares of Common Stock were outstanding under

the LTIP, and 1.1 million shares of Common Stock were available
for issuance.
1999 Dlrectors Stock incentive Plan
The Neuberger 1999 Directors Stock Incentve Plan (the “DSIP”)
provided for the grant of stock options or restricted stock to non-
employee members of Neuberger’s board of directors. Non-employee
directors could elect to exchange a portion of their annual cash
retainer paid by Neuberger for services rendered as a director for
restricted stock. Upon the Company’s acquisiion of Neuberger, all
outstanding stock option awards under the DSIP became 100% vested
and non-forfeitable and were converted into approximately 62,000
stock option awards on shares of the Company’s Common Stock, all
of which were outstanding at November 30, 2003. The Company
does not intend to grant additional awards from the DSIE.
Wealth Accumulation Plan

The Neuberger Wealth Accumulation Plan (the “WAP”) provides
that on an annual basis, employees who are eligible for a bonus may
elect to defer all or a portion of their bonus, and employees who
receive commissions and other direct pay may elect to defer a portion
of such compensation. In each case, up to 20% of total compensation
may be deferred with a maximum deferral of up to $500,000, pro-
vided that employees who receive an annual bonus may, in any event,
defer no more than the full amount of the bonus. Amounts deferred
by employees are used to acquire, on a pretax basis, the stock at a 25%
discount from market value. Any stock so acquired is restricted with

respect to transfer or sale and vests three years after the grant date.
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Certain benefits of ownership, including the payment of any divi-
dends declared during the restricted period, belong to the employees.
Upon the Company’s acquisition of Neuberger, all shares of
Neuberger stock previously acquired under the WAP were converted
into approximately 157,000 shares of the Company’s Common Stock,

of which 90,000 shares with an approximate value of $6 million were

vested and included in the acquisition price and 67,000 shares with
an approximate value of $7 million were subject to future service and
will be amortized over the applicable service periods. The Company
does not intend to allow any further deferrals under the WAP and has
provided that the WAP will terminate on the last day on which any

restricted stock outstanding under the WAP becomes vested.

NOTE 16 EARNINGS PER COMMON SHARE

Earnings per share was calculated as follows:

EARNINGS PER COMMON SHARE

IN MILLIONS, EXCEPT FOR PER SHARE DATA

YEAR ENDED NOVEMBER 30

NUMERATOR:

Net income

Preferred stock div%c-lends

Numerator for basic earnings per share—net income
applicable to comimon stock

DENOMINATOR:

Denominator for ba.;ic earm:ngs per sh;re—’

weighted-average common shares

Effect of dilutive securities:

Employee stock opti>ons

Restricted stock units

Dilutive potential éommon shares

Denominator for diluted earnings per share—weighted-average
common and dilutive potential common shares .

BASIC EARNINGS PiER SHARE

DILUTED EARNINGS PER SHARE

2003 2002 2001
$1,699 § 975 §1,255
50 69 94
. $1,649 5 906 $1,161
245.7 245.4 243.1
122 124 16.2
20 3.4 6.0
182 15.8 2.2
- 259.9 261.2 265.3
$ 671 5 369 $ 477
$ 6.35 § 3.47 § 4.38

NOTE 17 CAPITAL

The Company operates globally through a network of subsidiaries,
with several subject to regulatory requirements. In the United States,
LBI and Neuberger Berman, LLC (“NBLLC”), as registered broker-
dealers, are subject to the Securities and Exchange Commission
(“SEC”) Rule 15¢3-1, the Net Capital Rule, which requires these
companies to maintain net capital of not less than the greater of 2%
of aggregate debit items arising from customer transactions, as

defined, or 4% of funds required to be segregated for customers’
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REQUIREMENTS

regulated commedity accounts, as defined. At November 30, 2003,
LBI and NBLLC had regulatory net capital, as defined, of $2,033 mil-
lion and $320 million, respectively, which exceeded the minimum
requirement by $1,853 million and $301 million, respectively.
Lehman Brothers International (Europe) (“LBIE”), a United
Kingdom registered broker-dealer and subsidiary of Holdings, is subject
to the capital requirements of the Financial Services Authority (“FSA”™)

of the United Kingdom. Financial resources, as defined, must exceed




the total financial resources requirement of the FSA. At November 30,
2003, LBIEs financial resources of approximately $2,950 million
exceeded the minimum requirement by approximately $907 nullion.
Lehman Brothers Japan Inc’s Tokyo branch, a regulated broker-dealer,
is subject to the capital requirements of the Financial Services Agency
and, at November 30, 2003, had net capital of approximately $534 mil-
lion, which was approximately $247 million in excess of the specified
levels required. Lehman Brothers Bank, FSB (the “Bank”), the
Company’ thrift subsidiary, is regulated by the Office of Thrift
Supervision (“OTS”). The Bank exceeds all regulatory capital require-
ments and is considered well capitalized by the OTS. Certain other
non-U.S. subsidiaries are subject to various securities, commodities and
banking regulations and capital adequacy requirements promulgated by

the regulatory and exchange authorities of the countries in which they
gulatory g )

operate. At November 30, 2003, these other subsidiaries were in com-
pliance with their applicable local capital adequacy requirements. In
addition, the Company’s “AAA” rated derivatives subsidiaries, Lehman
Brothers Financial Products Inc. (“LBFP”) and Lehman Brothers
Derivative Products Inc. (“LBDP”), have established certain capital and
operating restrictions that are reviewed by various rating agencies. At
November 30, 2003, LBFP and LBDP each had capital that exceeded
the requirements of the rating agencies.

The regulatory rules referred to above, and certain covenants
contained in various debt agreements, may restrict Holdings’ ability to
withdraw capital from its regulated subsidiaries, which in turn could
limit its ability to pay dividends to shareholders. At November 30,
2003, approximately $5.8 billion of net assets of subsidiaries were

restricted as to the payment of dividends to Holdings.

NOTE 18 EMPLOYEE BENEFIT PLANS

The Company provides various pension plans for the majority of its

employees worldwide. In addition, the Company provides certain

|
i

other postretirement benefits, primarily health care and life insurance,

to eligible employees. The following summarizes these plans:

DEFINED BENEFIT PLANS

Pension Benefits

Us. Non-U.S. Postretirement Benefits
IN MILLIONS
NOVEMBER 30 2003 2002 2003 2002 2003 2002
CHANGE IN BENEFIT OBLIGATION S N -
Benefit obligation at beginning ofyear . o $669  §$575 $ 248 $200  $ 68 $ 53
Service cost o 20 16 7 7 2 1
Interest cost o o 44 42 15 12 5 4 .
Plan amendmenr o 5 = - = - -
Actuarial (gain)/loss o 104 58 (13) 14 8 15
Benefits paid - (23) (22) (5) O (8) 5y
Foreign currency exchange rate changes = - 26 19 - -
Projected benefit obligation at end of year wmvﬂm $669 3727ASMA $ 248 kui;]l . % o8
CHANGE IN PLAN ASSETS e o
Fair value of plan assets at beginning of year §$629  $653 $ 238 $150 _
Actual return (loss) on plan assets, net of expenses 70 . (82) 31 (s
Employer contribution 150 80 4 97 _
Benefits paid S ) o (24) (22) (5) (5) _
Foreign currency exchange rate changes> = - 26 4 _
Fair value of plan assets at end of year ;:g_:;—_g - $ 629 S 594 “N $ 238 7__7 o N v#
FUNDED (UNDERFUNDED) STATUS $ 6 $(40) 8 16  $(10)  $ (17)  § (68)
Unrecognized net actuarial loss {gain) 450 392 98 120 5 (3)
Unrecognized prior service cost (credir) 20 6 2 2 3 4)
Prepaid (accrued) benefit cost »:75; 433 T §368 ~7$ i1é_— $ 112 l _$ 7(775)7 8 (75
WEIGHTED-AVERAGE ASSUMPTIONS USED T0 o ' ' 3 S
DETERMINE BENEFIT OBLIGATION ON NOVEMBER 30 S _
Discount rate N 6.15% _,,_,.§ 797% 5.57% - 5.60% 6.15% 6.75%
Rate of compensation increase 4.90% 4.90% 4.31% 3.82% 5.00% 5.00%
Accumulated benefit obligation 7 $ 637 . i
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COMPONENTS OF
NET PERIODIC COST/(BENEF!T)

U.S. PENSIONS
IN MILLTONS
YEAR ENDED NOVEMBER 30

Service cost

Interest cost

Expected return on plan assets

Recognized net actuarial loss (gain)

Recognized prior service cost
Net periodic cost (benefit)
WEIGHTED-AVERAGE ASSUMPTIONS

Discount rate

Pension Benefits Postretirement Benefits

Expected return on plan assets

Rate of compensation increase

NON-U.S. PENSIONS
IN MILLIONS
YEAR ENDED NOVEMBER 30

Service cost

C 4.30%

Interest cost

Expected long-term return on plan assets

Recognized net actuarial loss

Recognized prior service cost

Net periodic cost

Return on U.S. Plan Assets
Establishing the expected rate of return on pension assets requires
judgment. The Company considers the following factors in deter-
mining this assumption:

O The types of investment classes in which pension plan assets
are invested and ‘the expected compounded return the
Company can reasonably expect the portfolio to earn over
appropriate time periods. The expected return reflects for-
ward-looking economic assumptions.

O The investment returns the Company can reasonably expect
its active investment management program to achieve in
excess of the returns expected if investmments were made
strictly in indexed funds.

O Investment related expenses.

The Company reviews the expected long-term rate of return
annually and revises it as appropriate. Also, the Company periodically
commissions detailed asset/liability studies to be performed by third
party professional investment advisors and actuaries. These studies proj-
ect stated future returns on Plan assets. The studies performed in the

past support the reasonableness of the Company’s 8.50% assumption
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2003 2002 2001 2003 2002 2001
Cos21 s17 812 T s2 s $1

s x2 3 5 4+ 3

52) (58 (2 - .

27 12 - W
kT - - =
_s42 s14 s $6 . s4 $3

6.75%  7.25%  7.75% . 6.75% 7.25%  7.75%
8.50%  9.00% 1125% - -
U so00%  so0% - - -

Pension Benefits

2003 2002 2001
s 1 § 7 § 3
5 12 a0
21y (4 s )
_ e T
s12 s -

based on the target allocation investment classes and market condidons
at the time the assumptions were established.
U.S. Plan Assets

The U.S. pension plan’s assets are invested with the objective of meeting
| current and future benefit payment needs, while minimizing future con-
\  tributions. Plan assets are invested with several investment managers. Assets
are diversified among U.S. equities securities, U.S. fixed income securities,
real estate and cash. The plan employs a mix of active and passive invest-
ment management programs. The strategic target of Plan asset allocation
is approximately 65% U.S. equities and 35% U.S. fixed income. The allo-
i cation of Plan assets is moving toward the strategic target allocation on an
| orderly and gradual basis. The investment sub-committee of the
Conpany’s pension comumittee reviews the asset allocation quarterly and,
with the approval of the pension committee determines when and how
to rebalance the portfolio. The cash positions at November 30, 2003 and

2002 are higher than normal due to significant contributions near vear

end that were subsequently invested in both equity and fixed income cat-

egories in December 2003 and 2002, respectively. The Plan does not have

a dedicated allocation to Lehman Brothers common stock, although the

Plan may hold a minimal investment in Lehman Brothers common stock

as a result of investment decisions made by various investment managers.



Weighted-average plan asset allocations at year end were as follows:

U.S. Plan Assets

NOVEMBER 30 2003 - 2002

U.s. PENSION o o

Equity securities _ 53% ) 6%

Fixed income securities S S

Realestate ... % 3

Cash 22 15

Totals 100% 100%
L

The Company does not expect it to be necessary to contribute
to its pension plans in 2004.

Estimated Future U.S. Benefit Payments
The following benefit payments, which reflect expected future serv-

ice, as appropriate, are expected to be paid:

BENEFIT PAYMENTS

IN MILLIONS

NOVEMBER 30 Pension Benefit Postretirement

2004 § 24 $ 4
2005 26 4
2006 29 5
2007 31 5
2008 34 5
2009 - 2013 217 22

Post Retirement Benefits
For measurement purposes, the annual health care cost trend rate was
assumed to be 11% for the year ending November 30, 2004. The rate
was assumed to decrease 1% per year, until it reaches 5%, and remain
at that level thereafter.
Assumed health care cost trend rates have an effect on the amount
reported for postretirement benefits. A one-percentage-point change in

assumed health care cost trend rates would have the following effects:

1% Point 1% Point
IN MILLIONS Increase Decrease
Effect on total service
Tand interest cost T T

compon:n;s‘in 2003 773_(.).—3)‘"‘_'4—‘M_-‘S;(O_Sn)““ )

Effect on postretirement o o
) ‘{)-e—n;flr;vtnligation at T
" November 30,2003 s41 (39

NOTE 19 INCOME TAXES

The Company files a consolidated U.S. federal income tax return
reflecting the income of Holdings and its subsidiaries. The provision

for income taxes consists of the following:

| INCOME TAX PROVISION

IN MILLIONS

YEAR ENDED NOVEMBER 30 2003 2002 2001

CURRENT
Federal 7 $810 $371 $491
State ’ ' 153 208 148
Foreign 388 439 441
T 931 0 1,038 1,080
DEFERRED Tttt oo o ST
Federal 7 64  (462) (406)
Sawe T ey ey @9)
Foreign ST ase) @) ()
_{18B)  (670)  (643)

5 §368  $437

Provision for income taxes

Income before taxes included $652 million, $406 million and
$(50) million that also was subject to income taxes of foreign juris-
dictions for 2003, 2002 and 2001, respectively.

The income tax provision differs from that computed by using the

statutory federal income tax rate for the reasons shown below:
|

IN MILLIONS
YEAR ENDED NOVEMBER 30 2003 2002 2001

Federal income taxes at statutory rate

$888 3490 $612
State and loca'l't:;%es 71 o 27 o -54

Taxr:e;(érvnptrincome (122) ‘ {18b) . (>176)

Amortization of goodwill - - 2
Foreign operations (50) - (39
Other,net  (22) 31 -

Provision for income taxes

§765 5368 437

I

The provision for income taxes resulted in effective tax rates of
30.2%, 26.3%, and 25.0% for 2003, 2002, and 2001, respectively. The
increase in the Company’s effective tax rate in 2003 from 2002 was pri-
marily due to a higher level of pre-tax income, which reduced the
impact of permanent differences, including a decrease in tax-exempt
income, partially offset by an increase in tax benefits from foreign oper-
ations. The increase in the effective tax rate in 2002 from 2001 was pri-
marily due to a less favorable mix of geographic earnings, which is
partially offset by a greater impact of permanent differences, including

tax-exempt income.
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Income tax benefits of approximately $543 million, $347 million and
$549 million were allocated to Additional paid-in capital related to various
employee compensation plans for 2003, 2002 and 2001. In addition, the
Company recorded $(1) million of tax (benefits)/provisions from the trans-
lation of foreign currencies, which was recorded directly in Accumulated
other comprehensive income, for the years 2003, 2002 and 2001, respectively.

The Company permanently reinvested its earnings in certain for-
eign subsidiaries. At November 30, 2003, $367 million of the Company’s
accumulated earnings were permanently reinvested. At current tax rates,
additional federal income taxes (net of available tax credits) of $120 mil-

Lion would become payable if such income were to be repatriated.

Deferred income taxes are provided for the differences between
the tax bases of assets and liabilities and their reported amounts in the
Consolidated Financial Statements. These temporary differences will
result in future income or deductions for income tax purposes and are
measured using the enacted tax rates that will be in effect when such
items are expected to reverse. The Company provides for deferred
income taxes on undistributed earnings of foreign subsidiaries that are
not permanently reinvested.

The net deferred tax assets are included in Other assets in the

accompanying Consolidated Statement of Financial Condition.

At November 30, 2003 and 2002 the deferred tax assets and

labilities consisted of the following:

DEFERRED TAX ASSETS AND LIABILITIES

IN MILLIONS

NOVEMBER 30 2003 2002
Deferred Tax Assets:
Liabi]itriers/:;;grru;; - T
Viniot 7c1£rren§ly dea\;ctib'le $ 838 $ 698
Deferred compensation 1,032 898
e
Féfeign tax credirts Vincllrlai—r%" ) -
Careyforwards 212 284
Net opersing o cwrviornrds 88y
Other 28 21
Total deferred tax assets 7 2,83'; - 2,483
Less: Valuation allowance s e
Total deferred tax assets, - o
net of valuation allowance _ $2,812 $2,458
Deferred Tax”IA_iaibilirti;szi )
Excess tax over financial o
7 deplleéiatiovn, n-et ) T $ (18) $ 2
Acquired inangibles (4200 -
Pension and retirement costs (172)  (128)
Othér I (32) o -(7—)“
Total deferred tax liabilities 7 ) (é424)AA (133)
Net deferred tax assets N Sé,iio ) $2,325

The Company has approximately $211 million of net operating
loss (NOL) carryforwards associated with foreign subsidiaries, all of
which have no expiration date. The carryforwards limitation period

for the foreign tax credits has not begun. In addition, the Company
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has approximately $40 million of federal NOL carryforwards, which
are subject to separate company limitations. These NOL carryforwards
are scheduled to expire in 2023,

At November 30, 2003, $18 million of the valuation allowance
relates to temporary differences resulting from the 1988 acquisition
of E.E Hutton Group, Inc. (now known as LB I Group Inc.) that are
subject to separate company limitations. If future circumstances per-
mit the recognition of the acquired tax benefit, then goodwill will

be reduced.

NOTE 20
REGULATORY SETTLEMENT

In the fourth quarter of 2002, the Company recorded a pre-tax charge
of $80 million ($56 million after-tax) associated with an agreement
with various Federal and State regulatory authorities to settle inquiries
related to alleged conflicts of interest involving equity research ana-
lysts. The agreement included certain organizational structural
reforms, including providing independent research to clients in the
future, as well as the payment of $80 million, including $50 million in
retrospective relief, 5 million for investor education and $25 million

{over the course of five years) to purchase independent research.

NOTE 21 SEPTEMBER 11TH AND
REAL ESTATE RECONFIGURATION COSTS

As a result of the September 11th, 2001 terrorist attack, the Company's
leased facilities in the World Trade Center (“WTC”) were destroyed, and
its leased and owned facilities in the World Financial Center (“WFC”)
complex (including the 3 WFC building owned jointly with American
Express) were significantly damaged. All employees and operations in the
downtown New York area were displaced. Key business activities and
necessary support functions were quickly relocated to the Company’s

back-up facilities in New Jersey and to various other temporary sites.




The Company had insurance in place to cover the losses resulting from
the terrorist attack, including a policy covering damage to the core and
shell of the 3 WFC building and a separate policy covering the property
damage at the WTC and WFC facilities, losses resulting from business
interruption and extra expenses associated with the Company’s reloca-
tion to, and occupancy of, the temporary facilities.

During 2001, the Company recognized a pre-tax charge of $127
million ($71 million after-tax) associated with the net losses stemming
from the events of September 11,2001. These losses and costs included the
write-off of property damaged, destroyed or abandoned at the Company’s
downtown facilities (approximately $340 million); compensation paid to
employees in lieu of using external consultants for business recovery efforts
and to employees for the time they were idled {approximately $100 mil-
lion); costs incurred to maintain the facilities while they were unusable
(approximately $16 million); and other costs associated with redeployment
of the Company’s workforce to the temporary facilities (approximately
$31 million). The losses and costs in 2001 were offset by estimated insur-
ance recoveries of $360 million. All expenses associated with the
Company’s use of temporary facilities during this period were reflected as
part of Occupancy (approximately $18 million) or Technology and com-
munications expenses (approximately $4 million) in the Consolidated
Statement of Income. The insurance recovery recorded through
November 30, 2001 was limited to the net historical book value of assets
believed damaged, destroyed or abandoned and the out-of-pocket costs for
certain extra expenses incurred during the period.

During the fourth quarter of 2001, the Company purchased a new
building in midtown Manhattan located at 745 Seventh Avenue and
entered into long-term leases in Jersey City, New Jersey and midtown
Manhattan, as uncertainties continued to persist associated with the
Company's ability to use its previous downtown headquarters ar 3 WFC.
During the fourth quarter of 2002, after further consideration of main-
taining real estate in both downtown and midtown New York City loca-
tions, the Company decided to completely exit its downtown area
facilities and dispose of certain other excess New York City area space
acquired as a result of the events of September 11¢h, resulting in a charge
of approximately $189 million. This charge is comprised of the estimated
costs to dispose of facilities at the WFC, Jersey City, New Jersey and mid-

town Manhattan.

During the fourth quarter of 2002, the Company settled its insurance
claim for $700 million, the policy limit, with its insurance carriers. The net
gain of $108 million ($60 million after tax) included insurance recoveries
of approximately $340 million, costs associated with exiting certain of the
Company’s New York area facilities of $189 million, and $43 million of
other costs resulting from the events of September 11th (primarily tech-
nology restoration and other costs associated with unusable facilities).
Insurance recoveries represent the Company’s settlement of $700 million
offset by insurance recoveries previously recognized of approximately $360
million during 2001.

During the fourth quarter of 2002, the Company recorded a $128
million pre-tax charge ($82 million after tax) for costs associated with
reconfiguring certain global real estate facilities used by the Company to
conduct its business activities. The charge resulted from management’s
analysis of the Company’s global real estate needs and subsequent decisions
made by management to no longer use certain facilities in Europe, Asia
and the U.S. Approximately $115 million of the charge related to esti-
mated sublease losses associated with the Company’s decision to exit its
primary London office facilities at Broadgate and move its European head-
quarters to a new facility just outside the city of London, beginning in the
fourth quarter of 2003. The remaining portion of the charge related to the
Company’s decision to consolidate certain branch locations. These charges
were recognized in accordance with EITF Issue No. 94-3, “Liability
Recognition for Certain Employee Termination Benefits and Other Costs to Exit
an Activity (including Certain Costs Incurred in a Restructuring).” The 2002 real
estate reconfiguration charge is in addition to a $189 million charge
(before consideration of insurance-related recoveries) recognized in 2002
associated with exiting facilities related to the events of September 11,
2001. During the second quarter of 2003, the Company recorded a §77
million pre-tax real estate charge ($45 million after tax). This charge rep-
resented an adjustment of the real estate charges recognized in 2002 and
reflected a continued softening in the London and New York metropoli-
tan area sublease markets since the fourth quarter of 2002.

The Company expects substantially all of such facilities will be sub-
leased by the end of 2004. During the years ended November 30, 2003,
2002, and 2001 changes in the lability, which is included in Accrued lia-
bilities and other payables in the Consolidated Statement of Financial

Condition, related to these charges were as follows:

Beginning
IN MILLIONS Balance
YEAR ENDED NOVEMBER 30, 2001 $ -
YEAR ENDED NOVEMBER 30, 2002 64
YEAR ENDED NOVEMBER 30, 2003 346

M Net of interest accretions of $17 million in 2003.

September 11th

Charge Before Insurance Real Estate Ending
Recoveries @ Reconfiguration Utilized ™ Balance

$487 £ - $(423) $ 64

232 128 (78) 346

- 77 27) 396

® The Company recognized insurance recoveries of 3350 million and $340 million in 2001 and 2002, respectively.
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NOTE 22

The Company operates in thiree segments: Investment Banking, Capital
Markets and Client Services.

The Investment Banking segment provides advice to corporate,
institutional and government clients throughout the world on merg-
ers, acquisitions and other financial matters. The segment also raises
capital for clients by underwriting public and private offerings of
debt and equity securities. The segment is composed of global indus-
try groups—Communications and Media, Consumer/Retailing,
Financial Institutions, Financial Sponsors, Healthcare, Industrial,
Natural Resources, Power, R eal Estate and Technology—that include
bankers who deliver industry knowledge to meet clients’ objectives.
Specialized product groups within Mergers and Acquisitions and
Global Finance, including Equity Capital Markets, Debt Capital
Markets, Leveraged Finance and Private Placements, are partnered
with global relationship managers in the global industry groups to
provide comprehensive solutions for clients. Specialists in product
development and derivatives also are engaged to tailor specific struc-
tures for clients.

The Capital Markets segment includes institutional customer
flow activities, research, and secondary trading and financing activities
in fixed income and equity products. These products include a wide
range of cash, derivative, secured financing and structured instru-
ments. The Company is a leading global market-maker in numerous
equity and fixed income products including U.S., European and Asian
equities, government and agency securities, money market products,
corporate high grade, high yield and emerging market securities,
mortgage- and asset-backed securities and real estate, preferred stock,
municipal securities, bank loans, foreign exchange, financing and
derivative products. The Company is one of the largest market-mak-
ers in terms of U.S. and pan-European listed equities trading volume
and maintains a major presence in over-the-counter U.S. stocks, major
Asian large capitalization stocks, warrants, convertible debentures and
preferred issues. The segment also includes the risk arbitrage and

secured financing businesses, as well as realized and unrealized gains
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SEGMENTS

and losses related to private equity investments. The secured financing
business manages the Company’s equity and fixed income matched
book activites, supplies secured financing to institutional clients and
customers, and provides secured funding for the Company’s inventory
of equity and fixed income products.

The Client Services segment consists of the Private Client and
Asset Management business lines. Private Client generates customer-
flow transactional fee revenues from high-net-worth clients and Asset
Management generates fee-based revenues from customized invest-
ment management services for high-net-worth clients, as well as asset
management fees from mutual fund and other institutional investors.
Asset Management also generates management and incentive fees
from the Company’s role as general partner for private equity and
alternative investment partnerships. The Company’ Private Equity
business operates in five major asset classes: Merchant Banking, Real
Estate,Venture Capital, Fixed Income-related and Third Party Funds.

The Company’s segment information for the years ended
November 30, 2003, 2002 and 2001 is prepared using the following
methodologies:

O Revenues and expenses directly associated with each seg-

ment are included in determining earnings before taxes.

O Expenses not directly associated with specific segments are
allocated based on the most relevant measures applicable,
including each segment’s revenues, headcount and other fac-
tors.

O Net revenues include allocations of interest revenue and
interest expense to securities and other positions in relation
to the cash generated by, or funding requirements of, the
underlying positions.

O Segment assets include an allocation of indirect corporate
assets that have been fully allocated to the Company’s busi-
ness segments, generally based on each segment’s respective

headcount figures.




SEGMENTS

Investment Capital Client
IN MILLIONS Banking Markets Services Total
NOVEMBER 30, 2003 o
Gross revenues $1,722 $14,628 $ 937 $17,287
Interest expense o - 8,610 30 8,640
Net revenues T 71‘,777272777““ “’_GTO»I;Jr;H - AéO‘T T —876—;-7——d
Depreciation and amortization expense 55 219 a1 315
Other expenses ' B T 1,266 3,792 661 5,719
Earnings before taxes ©® ‘:::;:‘:s"ia z;:a‘g_i,‘ﬁ‘ﬂ—'lm $ 205 $ 2,613“"
Segment assets (billions) : $ 1.4 $ 301.7 $ﬁ9‘0~*“ $ 3121
NOVEMBER 30, 2002
Gross revenues 77 777 TTg1731 g14225 8 825 §16781
Interest expense T T - 10605 21 10626
Net revenues 1,731 3,620 804 6,155
Depreciation and amortization expense 45 188 25 258
Other expenses T T T2ze 253 sss 4398
Earnings before taxes % $ 410 $ 898 § 191 $ 1,499
Segment assets (billions) $ 16 $ 253.7 $ 5.0 $ 260.3
NOVEMBER 30, 2001
Gross revenues N $19,605 $ 862 $22,302
Interest expense 7 T qssst s 15656
Net revenues ) 1,925 4,024 787 6,736
]jeia;éﬁ;{@ and amortization expense ST T 7 ) 25« o iif S MVIS T ‘17-4 )
Other expenses 77 sz 258 592 4687
Earnings before taxes "¢ $ 373 $ 1,322 § 180 $ 1,875
Segment assets (billions) $ 1.7 $ 2403 § 58 $ 2478

" Before dividends on preferred securities.

P Excludes the real estate reconfiguration charge of $77 million.

@ Excludes the real estate reconfiguration charge of $128 million, September 11th related (recoveries)/expenses, net gain of ($108) million and regulatory
settlement charge of $80 million.

¥ Excludes the September 11¢th related expenses, net of $127 million.
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Net revenues, if origination or trading-related, are allocated to geo-
. . , . ) NET REVENUES BY GEOGRAPHIC REGION
graphic regions based on the location where the primary or secondary

position was fundamentally risk managed; if fee-related, by the location
IN MILLIONS

of the senior coverage banker; if commission-related, by the location of YEAR ENDED NOVEMBER 30 2003 2002 2001
the salespeople. In addition, certain revenues associated with domestic Europe ;~$1,864 = 81,674 $1,955
products and services that resulted from relationships with international Asia Pacific 815 612 540
clients and customers have been reclassified as international revenues Total International 7:_;,7}? 2,286 2,495
using an allocation consistent 'with the Company’s internal reporting. uUs. : '&',;90 _ 3,869 4,241

Total ©$8,647 36,155 $6,736

NOTE 23 QUARTERLY INFORMATION (UNAUDITED)

The following table presents the Company’s unaudited quarterly ‘I are, in the opinion of management, necessary for a fair presentation
results of operations for 2003 and 2002. Certain amounts reflect of the results. Revenues and earnings of the Company can vary sig-

reclassifications to conform to the current period’s presentation. | nificantly from quarter to quarter due to the nature of the
{
i

These quarterly results reflect all normal recurring adjustments that Company’s business activities.

IN MILLIONS 2003 2002
EXCEPT PER SHARE AMOUNTS Nov. 30 Aug. 31 May 31 Feb. 28 Nov. 30 Aug. 31 May 31 Feb. 28
Total revenues ,$4'?§4..,. $4,46A3 ] $fl[47q 7$47,1790 o B4133 $4,075 $4,347 $4,226
Incerest expense 1,856 2,116 2,179 2,389 2594 2728 2684 2,620
Net revenues - 2,208 2,347 2,291 4,711 1539 1347 1,665 1606
Non-interest expenses:‘ ‘ S

Compensation and béneﬁts o 1,103 1,174 1,168 873 o 785ﬁ—_68>7 - é48 7 819

Nonpersonnel expensres 473 424 418 a01 4OA0 - 5§1 - 37‘5_ " 347

Septernber 11[1'1 réla;:&;d S - o 7

recoveries, net - - - - (108 - - -

Other real estate reco@guradon cha'rg-e‘ o - - 77 - —d].éB I - -

Reegulatory settlemen; 7 = - - o 80 - - -
Total non-interest expenses 1,576 1,598 1,663 1,274 1285 1,078 1227 1,166
Income before taxes and dividends

on trust preferred securities 722 749 628 437 254 260 436 440
Provision for iﬁcome ta)ntesr 7 7 7 a 220 250 173 122 N IW—SC;) S (;)1 126 128
Dividends on trust prefe;-red R S

securitiesr o . 21 19 18 14 14 - 14 ' 14 14
Net income - $ 481 $ 480 $ 437 § 301 s 187 5 194 § 29 § 298
Net income applicable ‘t;) con1;r;on sto—ckm- o § 464 § 469 $ 426 $ 290 7 557%176 $ 183 ‘ S’p 285 >S 262
Weighted-average shares’ o - vi - - "t

Basic | 2547 243.8 2423 2418 2439 2467 2458 2453

Diluted ” ' 2112 '255.8 2530 2551 2610 2635 2652

L2595

Earnings per common ;hare A ) L S
Basic ‘ $1.82 $1.92 $ 176 $ 120  $072 $074 $116 $ 107
Diluted $069 $070 $108 $099

$009 $009 $009 S 009

$34.15  $3349  $3322  $32.47

Dividends per common share

Book value per common share (at period end)
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The following table summarizes certain consolidated financial information included in the audited Consolidated Financial Statements.

SELECTED FINANCIAL DATA

IN MILLIONS, EXCEPT PER SHARE DATA, OTHER DATA AND FINANCIAL RATIOS

YEAR ENDED NOVEMBER. 30 2003 2002 2001 2000 1999
CONSOLIDATED STATEMENT OF INCOME o e e
Revenues: e ————— | e S
Principal transaceions o )$ 4280 8 1951 $ 2779 § 3713 § 2341
Investmentbanking e AT47 LTI 2000 2216 1682
Comumissions_ e W2100 1286 1091 944 €51
Interest and dividends 9942 11728 16470 19440 14251
Other o108 45 52 134 64
Total revenues i 17287 16781 22392 26447 18989
Interest expense ‘_ 8,640 10,626 15,656 18,740 13,649
_ Net revenues I . 8IS 6736 7707 5340
Non-interest expense —— e
_Compensation and benefies . S 4318 3139 3437 393 2707
__Nonpersonnel expenses o . 1,716 - 1,517 1,424 _L197 1,002
_ Other real estate reconfiguration charge . 77 28 e T T
_September 11th related (recoveries)/expenses, net B - (108) 127 - -
Regulatory settlement 1 - 80 - - -
Total non-interest expenses 6,111 4,756 4,988 5,128 3,709
Income before taxes and dividends on trust preferred securities ! 2,536 1,399 1,748 2,579 1,631
Provision for income taxes ; 765 368 LA .- I 457
Dividends on trust preferred securities 12 56 56 56 42
Net income e . $ 1,699 $ 975 $ 1,255 _$ 1775 % 1,132
Net income applicable to common stock |'$ 1,649 8 906 % 1,161 $ 1679 § 1,037
CONSOLIDATED STATEMENT OF FINANCIAL CONDITION (AT PERIQD END) : s
Total assets $312,061 $260,336 247,816 $224, 720 3192 244
Netases® o 166,282 143091 144643 125680 110487
Long-term debt® o _-____ 43,529 38678 38301 35233 30,691 _
Preferred securities subject to mandatory redemption — 1,310 e Mo 860, AL
Total stockholders’ equiry o 113,174 8942 8459 7781 6,283
Towlepial® T s8013 4833047470 43sT4 3n6R4
PER SHAREDATA® R o o
Net income (dilured) © s 835 5 347 s 438 3 638 s 408
Dividends declared per common share I 0.48 8036 § 028 $ 022 8 018
Book value per common share (at period end) $ 44.17 _§ 3415 $ 3181 0§ 2878  § 2275
OTHER DATA (AT PERIOD END) ~_ ; .
Gross leverage ® e N ‘ 23.7x 22k 29.3x 289 9>\ _30.6x
Net leverage ® . 15.8x o _152x 161 _1‘4.9;{_ . 161x
Employees _ . 16,188 12343 13090 11326 _ 8893
FINANCIAL RATIOS (%) : e e ~
Compensation and benefits/net revenues 49.9 51.0 __..510 2 U 50 7
Pretax operating margm® 29.3 227 20 »5 305
Bffective e rate L o302 23 250 290 280
Return on average common stockholders’ equity ® i 18.2 112 15.3 266 208
Return on average tangible common stockholders’ equity © : 19.2 115 16.3 214

{2) Net assets represents tota) assets excuding secured
ﬁnandng armangements, collateral feceived recognized in
invenitory pursuant to SFAS 140, goadwill and other identifi-
able intangibles. The Company believes net assets Is useful
1o investors when comparing companies in the securites
industry because ft excludes certain assets considered to
have a low risk profile. Net assets as presented by the
Company is not necessarlly comparable to similarly-tived
measures presented by other companies in the securities
ingustry because of different methods of calculation.

{b) Long-term debt includes senior notes and subortinated
indebtedness,

(c) Total capital includes long-term debt, preferred sacuri-
ties subject to mandatory redemption and totaf stockhold-
ers’ equity. The Company believes total capital is useful to
investors as a measure of the Campany's financial strength.
(d) Al 1998 share and per share data have been restated for
the two-for-one common stock spift effective October 2000.

{¢) Diluted EPS was reduced by $0.17 as & result of the
2003 real estate charge, $0.30 in 2002 as a result of the
real estate reconfiguration charge, September 11th related
(recoveries)/expenses, net and regutatory settlement charge
and $0.26 in 2001 as a result of September 11th related
axpenses, net. For the years ended November 30, 2000
and 1999, the assumed conversion of Series A and 8
Convertible Preferred Stock into 2,438,375 and 5,559,474
common shares had the effect of decreasing diluted eam-
ings per share by $0.03 and $0.02, respectivety.

{fH The book value per commeon share calculation includes
restricted stock units granted under Lehman Brothers
Stack Award Programs that have been included in total
stockholders’ equity.

{@ Gross leverage rotio is defined s otal assets dhided
by total stockhoiders' equity.

{h) Net leverage ratio is defined as net assets (total
assets excluding secured financing arrangements, collat-
eral recehved recognized In inveatory pursuant to SFAS
140, goodwill and other identifiable intangible assets)
divided by tangible equity capital (stockholders’ equity
and preferred securities subject to mandatory redemption
less goodwill and other identifiable intangible assets). See
pages 51 and 52 for the calculations of net assets and
tangible equity capital. The Company believes net assets
to be a useful measure as this Is used by certain rating
agencles when evaluating leverage as it excludes assets
of a low-risk nature. The Company believes net leverage,
based on net assets as defined above, divided by tangible
equlty capital, to be a more meaningful measure of fever-
age in evaluating companies in the securities industry and
is used by many of the Company's creditors and a leading
rating agency, The Company believes tangible equity capital
to be a more representative measure of the Company's
equity for purposes of caiculating net leverage because
the Campany does not view the amount of equity used ta
support gooawill and other identifiable intangible assets
as available to support the Company's net assets, These
measures are not necessarily comparable to similarly-tited

measures provided by other companies because of differ-
ent methods of calculation.

(i) Pre-tax margin was reduced by appraximately 0.9% in
2003 as a resutt of the real estate charge, approximately
1 7%in 2002 s 2 muxolmereal estate reconfiguration

charge, 11th related expenses, net
and regulatory settlement charge and reduced by approxi-
mately 1.8% in 2001 as a result of September 11th related
expenses, net

() The effective tax rate decfined by appraximately 0.3% in
2003, a5 a result of the real estate charge. The effective tax
rate increased by appmnmately 0.3% in 2002, as a resutt
of the real estate 11th

reguced by 0.5% in 2003 25 5 result of the real estate
charge, 1.0% in 2002, as a result of the real estate
reconfiguration charge, September 11th refated (recover-
ies)/expenses, net and regulatory settlement charge and
1.0% in 2001, as a result of September 11th related
expenses, net.

(1) Average tangible common stockholders’ equity equals
total common stockhoiders’ equity less goodwill and
identifiabte intangible assets, Average identifiable intagi-
ble assets and goodwill for the years ended November
2003, 2002, 2001, 2000 and 1999 were $471 mililon,
$181 million, $174 million, $142 miltion, $149 milllon,
respectively, Management believes tangible common

cha
elated (recoveries)/expenses, net and regulatory settiement
charge. The effective 1ax rate declined by approximately
1.3% in 2001, as a result of September 11th related
expenses, net.
(k) n this calculation, average common stockholders’
equity was appmpnately weighted for the effect of equity
tssued in cannection with the Neuberger acquisition on
October 31, 2003. Return on average common stockhold-
ers’ equlty is computed by dividing net income applicable
to commen stock for the period by average common
stockholders' equity. Average common stockholder's equity
for the years ended November 2003, 2002, 2001, 2000,
and 1999 were $9,061 million, $8,066 million, $7,286
miliion. $6,319 million and $4.987 million, respectively.
Return on average common stockholders’ equity was

' equity is & measure becatise
it reflects the commaon stockholders' equity deployed in
the Company’s businesses. In this calculation, average
tangible common stockholders' equity was appropriately
weighted for the effect of equity issued in connection
with the Neuberger acquisition on October 31, 2003,
Return on average tangible common stockholders’
equity is computed by dividing net income applicable
10 common stock for the period by average wangible
common stockholders' equity. Return on average tangible
common stockhotders’ equity was reduced by 0.5%
in 2003, as a result of the real estate charge, 1.0%
in 2002 as a result of the rea! estate reconfiguration
charge, September 11th related (recoveries)/expenses,
net ang the segulatory settlement and 0.9% in 2001
as a result of September 11th related expenses, net.
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OTHER STOCKHOLDER INFORMATION

COMMON STOCK TICKER SYMBOL: LEH The common stock of Lehman
Brothers Holdings Inc., par value $0.10 per share, is listed on the New York Stock
Exchange and on the Pacific Exchange. As of January 31, 2004, there were
approximately 266,247,589 shares of the Company’s common stock outstanding
and 22,630 holders of record. On January 31, 2004, the last reported sales price of
Lehman Brothers’ common stock was $82.10.

Lehman Brothers Holdings curtendy is authorized to issue up to 600,000,000
shares of common stock. Each liolder of common stock is entitled to one vote
per share for the election of directors and all other matters to be voted on by
stockholders. Holders of common stock may not cumulate their votes in the
election of directors. They are entitled to share equally in the dividends that may
be declared by the Board of Directors, after payment of dividends on preferred
stock. Upon voluntary or involuntary liquidation, dissolution or winding up of the
Company, holders of common stock will share ratably in the assets remaining after
payments to creditors and provision for the preference of any preferred stock. There
are no preemptive or other subscription rights, “poison pills”, conversion rights or
redemption or scheduled installmient payment provisions relating to common stock.

PREFERRED STOCK Lehman Brothers Holdings currently is authorized

to issue up to 38,000,000 shares of preferred stock, par value $1.00 per share.
Lehman Brothers’ Board of Directors may authorize the issuance of classes or
series of preferred stock from time to time, each with the voting rights, preferences
and other special rights and qualifications, limitations or restrictions specified by
the Board. A series of preferred stock may rank as senior, equal or subordinate to
another series of preferred stock. Each series of preferred stock will rank prior

to the common stock as to dividends and distributions of assets.

As of January 31,2004, Lehman Brothers has issued and outstanding 780,000
shares of preferred stock in five séries (each represented by depositary shares) with
differing rights and privileges. The outstanding preferred stock does not have voting
rights, except in certain very limited circumstances involving the Company’s failure
to pay dividends thereon and certain matters affecting the specific rights of the
preferred stockholders.

ANNUAL MEETING Lehman Biothers’ annual meeting of stockholders will be held
on Friday, April 2, 2004 at 10:30 a.m. at its global headquarters at 745 Seventh Avenue,
New York, New York 10019 in the Allan S. Kaplan Auditorium on the Concourse Level.

DIVIDENDS  Effective January 2004, Lehman Brothers’ Board of Directors
increased the fiscal 2004 dividend! rate to $0.64 per common share from an annual
dividend rate of $0.48 per share in fiscal 2003. Dividends on the Company’s
common stock are generally payable, following declaration by the Board of
Directors, in February, May, August and November.

REGISTRAR AND TRANSFER AGENT FOR COMMON STOCK  Questions
regarding dividends, transfer requirements, lost certificates, changes of address, direct
deposit of dividends, the Direct Purchase and Dividend Reinvestment Plan, or other
inquiries should be directed to:

The Bank of New York

Shareholders Services Department

PO. Box 11258

Church Street Station

New York, New York 10286-1258

Telephone: (800) 824-5707 (U.S.)

(610) 382-7833 (non-US)

E-nail: shareowner-sves@bankofny.com
Website: hetp://wwwi.stockbny.com

DIRECT PURCHASE AND DIVIDEND REINVESTMENT PLAN  Lehman
Brothers’ Direct Purchase and Dividend Reinvestment Plan provides both existing
stockholders and firse-time investors with an alternative means of purchasing the
Company’s stock. The plan has no minimum stock ownership requirements for
eligibility and enrollment. Plan participants may reinvest all or a portion of cash
dividends and/or make optional cash purchases up to a maximum of $175,000 per
year without incurring commissions or service charges. Additional information and
enrollment forms can be obtained from the Company’ Transfer Agent listed above.

ANNUAL REPORT AND FORM 10K Lehman Brothers will make available upon
request, without charge, copies of this Annual Report and the 2003 Annual Report
on Form 10-K as filed with the Securites and Exchange Commission. Requests
may be directed to:

Jeffrey A. Welikson, Corporate Secretary

Lehman Brothers Holdings Inc.

399 Park Avenue, New York, New York 10022

Telephone: (212) 526-0858

INDEPENDENT AUDITORS
Ernst & Young LLP
5 Times Square
New York, New York 10036
Telephone: (212) 773-3000

INVESTOR RELATIONS
(212) 526-3267

MEDIA RELATIONS
(212) 526-4382

WEBSITE ADDRESS

http://www.lehman.com

PRICE RANGE OF COMMON STOCK

THREE MONTHS ENDED 2003 Now. g.31 May31 Feb. 28
HIGH ) 4.5 7580 $72.01 $60.46
Low 7 o $66.46 $60.80 $51.80 $50.37
THREE MONTHS ENDED 2002 _ Nov.30 Aug.31 May31 Feb.28
HGH © 86320 $6265 $66.52  $69.52

Low $42.59 $50.61 $57.22 $55.43
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"CORPORATE GOVERNANCE

Lehman Brothers continues to be committed to industry best practices with respect to
corporate governance. The corporate governance documents that have been adopted
by the Firm reflect the listing standards adopted by the New York Stock Exchange,
the Sarbanes-Oxley Act and other recent legal and regulatory changes. As part of its
ongoing dedication to a best practices strategy, the Firm has adopted these documents
even though some of the relevant rules and regulations are not vet in effect.

The Company's Board of Directors currently consists of nine members.
With the exception of Messrs. Fuld and Kaufiman, all of the Company’s directors
are independent, and the Audit, Nominating and Corporate Governance, and
Compensation and Benefits Committees are composed exclusively of independent
directors. The Audit Committee includes a financial expert as defined in the
SECS rules.

The Board of Directors holds regularly scheduled executve sessions in which
non-management directors meet independently of management. The Board and
the Audit, Nominating and Corporate Governance, and Compensation and Benefits
Committees each conduct a self-evaluation at least annually.

The current committees of the Board of Directors and their members are
set forth on page 109 below. During fiscal 2003, the Board of Directors held 8
meetings, the Audit Committee held 7 meetings, the Compensation and Benefits
Comumittee held 5 meetings, the Finance Committee held 2 meetings and the
Nominating and Corporate Governance Comumittee held 3 meetings. Overall
director attendance at Board and committee meetings averaged 97.5%.

The Firm has established an orientation program for new directors to
familiarize them with the Firm’s operations, strategic plans, Code of Ethics,
management and independent auditors.

The Company’s Corporate Governance Guidelines also contemplate
continuing director education arranged by the Firm. Directors receive presentations
from senior management on different aspects of the Company’s business and from
Finance, Legal, Compliance, Internal Audit, Risk Management and other disciplines
at Board meetings throughout the year.

Descriptions of the director nomination process, the compensation received
by directors for their service and certain transactions and agreements between the
Company and its directors may be found in the Company’s 2004 Proxy Statement.

The Board of Directors recognizes that legal requirements and governance
practices will continue to evolve, and the Board will continue to reevaluate its
practices in light of these changes.

CORPORATE GOVERNANCE DOCUMENTS AND WEB SITE  The following
documents can be found on the Corporate Governance page of the Company's
website at wwwlehman.com/shareholder/corpgov:

0 Corporate Governance Guidelines

o Code of Ethics

o Audit Committee Charter

o Compensation and Benefits Committee Charter

O Nominating and Corporate Governance Committee Charter

COMMUNICATING WITH THE BOARD OF DIRECTORS  Informaton on
how to contact the non-management members of the Board of Directors, and how
to contact the Audit Committee regarding complaints about accounting, internal
accounting controls or auditing matters, can be found on the Corporate
Governance page of the Company’s website at
www.lehman.com/shareholder/corpgov.

CERTIFICATE OF INCORPORATION AND BY-LAWS Lehman Brothers
Holdings Inc. is incorporated under the laws of the State of Delaware. Copies of its
certificate of incorporation and by-laws are filed with the SEC as exhibits to the
Company’s 2003 Annual Report on Form 10-K. See “Available Information” in the
Form 10-K.An amendment to the certificate of incorporation requires a majority
vote of stockholders, voting together as a single class, unless the amendment would
affect certain rights of preferred stockholders, in which case the consent of two-thirds
of such preferred stockholders is required. The by-laws may be amended or repealed
or new by-laws may be adopted by a majority vote of stockholders or by a majority
of the entire Board of Directors then in office, provided that notice thereof is contained
in the notce of the meeting of stockholders or of the Board, as the case may be.

BOARD OF DIRECTORS AND COMMITTEES The Company’s Board of
Directors currently consists of nine directors. The number of directors is established
from time to time by the Board of Directors, although there must be at least six
and not more than twenty-four directors. [n addition, under certain circumstances
involving Lehman Brothers’ failure to pay dividends on preferred stock, preferred
stockholders may be entitled to elect additional directors.

Directors (other than any that may be elected by preferred stockholders as
described above) are elected by a plurality of the votes cast. There are three classes
of directors, divided as evenly as possible, and each class serves for a three-year
term, with the term of one class of directors expiring each year. A director may be
removed only for cause by a majority vote of stockholders.

Vacancies in the Board of Directors and newly created directorships
resulting from an increase in the size of the Board may be filled by a majority
of the remaining directors, although less than a quorum, or by a sole remaining
director, and the directors so elected will hold office until the next annual
election for the relevant class. No decrease in the number of directors
constituting the Board will shorten the term of any incumbent director.

A majority of the entire Board, or of any committee, is necessary to
constitute a quorum for the transaction of business, and the vote of a majority
of the directors present at a meeting at which a2 quorum is present constitutes
the act of the Board or committee. Actions may be taken without a meeting
if all members of the Board or of the committee consent in writing.

CEOQ AND CFO CERTIFICATIONS The Company has filed with the SEC as
exhibits to its 2003 Annual Report on Form 10-K the certificadons of its Chief
Executive Officer and its Chiet Financial Officer required under Section 302 of the
Sarbanes-Oxley Act and SEC Rules 13a-14(a) and 15d-14(a) regarding the
Company’s financial statements, disclosure controls and procedures and other matters.
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BOARD OF
DIRECTQORS

RICHARD S. FULD, JR.
Chairman and
Chief Executive Officer
Committees: Executive
(Chairman)
Director since 1990

MICHAEL L. AINSLIE
Former President and
Chief Executive Officer
of Sotheby’s Holdings
Committees: Audit
Director since 1996

JOHN F. AKERS

Retired Chairman of
International Business
Machines Corporation

Comumittees: Compensation and
Benefits; Finance

Director since 1996

ROGER S. BERLIND

Theatrical Producer

Committees: Audit;
Finance

Director since 1985

THOMAS H. CRUIKSHANK
Retired Chairman and
Chief Executive Officer
of Halliburton Company
Committees: Audit (Chairman);
Nominating and Corporate
Governance
Director since 1996

SIR CHRISTOPHER GENT
Former Chief Executive Officer

of Vodafone Group Plc
Director since 2003

DR. HENRY KAUFMAN

President of Henry Kaufman &
Company, Inc.

Comunittees: Finance (Chairman)

Direcror since 1995

JOHN D. MACOMBER

Principal of JDM Investment Group

Committees: Compensation and
Benefits (Chairman);
Executive; Nominating and
Corporate Governance

Director since 1994

DINA MERRILL

Director and Vice Chairman of
RXKO Pictures, Inc. and Actress

Committees: Compensation and
Benefits; Nominating and
Corporate Governance
(Chairman)

Director since 1988

SENIOR
MANAGEMENT

RICHARD S. FULD, JR.
Chairman and
Chief Executive Officer

JONATHAN E. BEYMAN
Chief of Operations and
Technology

JASJIT S. BHATTAL
Chief Executive Officer,
Lehman Brothers

Asia

DAVE GOLDFARB
Chief Financial Officer

JOSEPH M. GREGORY
Chief Operating Officer

JEREMY M. ISAACS
Chief Executive Officer,
Lehman Brothers
Europe & Asia

BRADLEY H. JACK
Chief Operating Officer

THEODORE P. JANULIS
Head of Client Services/Wealth
and Asset Management

STEPHEN M. LESSING
Head of Client Relationship
Management

HERBERT H. McDADE, lll
Head of Capital Markets/Global
Fixed Income

HUGH “SKIP” E. McGEE, 1l

Global Head of Investment Banking

ROGER B. NAGIOFF
Chief Operating Officer,
Lehman Brothers
Europe

THOMAS A. RUSSO
Chief Legal Officer and
Vice Chatrman

ROBERT S. SHAFIR
Head of Capital Markets/Global
Equities

JEFFREY A. VANDERBEEK
Office of the Chairman

OTHER
OFFICERS

HOWARD L. CLARK, JR.
Vice Chairman and

Member of Board of Directors
Lehman Brothers Inc.

STUART FRANCIS
Vice Chairman
Lehman Brothers Inc,

FREDERICK FRANK

Vice Chairman and

Member of Board of Directors
Lehman Brothers Inc.

HARVEY M, KRUEGER
Vice Chairman and

Member of Board of Directors
Lehman Brothers Inc.

JEFFREY B. LANE
Vice Chairman
Lehman Brothers Inc.
Office of the Chairman

SHERMAN R. LEWIS, JR.
Vice Chairman and

Member of Board of Directors
Lehman Brothers Inc.

RUGGERO F. MAGNONI
Vice Chairman and

Member of Board of Directors
Lebman Brothers International
(Europe)

GRANT PORTER
Vice Chairman
Lehman Brothers Inc.

LORD TUGENDHAT
Chairman
Lehman Brothers Europe

LEHMAN BROTHERS
OFFICES WORLDWIDE

AMERICAS

NEW YORK

(Global Headquarters)
745 Seventh Avenue
New York, NY 10019
(212) 326-7000

Atlanta, GA
Boston, MA
Buenos Alres
Chicago, IL
Columbus, OH
Dallas, TX
Houston, TX
Jersey City, NJ
Los Angeles, CA
Menlo Park, CA
Mexico City
Miami, FL
Montevideo
Nashville, TN
Palm Beach, FL
Philadelphia, PA
San Francisco, CA
San Juan

Seattle, WA
Washington, DC
White Plains, NY
Wilmington, DE

EUROPE

LONDON

(Regional Headquarters)
25 Bank Street

London E145LE
England
44-20-7102-1000

Amsterdam
Frankfurt
Madrid
Milan
Munich
Paris
Rome
Stockholm
Tel Aviv
Zurich

ASIA PACIFIC

TOKYO

(Regional Headquarters)
Roppongi Hills Mori Tower
31st Floor

6-10-1 Roppongi
Minato-ku, Tokyo 106-6131
Japan

81-3-6440-3000

Bangkok

Beijing

Hong Kong

Seoul

Singapore

Taipei
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